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Contribute property to your employees’ 


trust? It has great tax advantage 


by HAROLD W. CHATTERTON 


Making a contribution in property to its pension or profit-sharing trust is an idea 


which appeals to the growing company that needs cash. Mr. Chatterton explores 


the advantages of the plan, as shown by some recent cases in which such transactions 


were upheld, and warns of the hazards in the exclusive benefit and the prohibited 


transactions rules. 


T WAS NOT too many years ago that 
only the most progressive or imagina- 
tive small companies even considered 
installing pension or profit-sharing 
trusts. Now, the latest Treasury statistics 
reveal that the number of new qualified 
pension and profit-sharing plans being 
installed is running 40° 
And the 


ployees 


o Over a year 


ago. average number of em- 


per profit-sharing plan now 
being established (first three-quarters of 
1960) throughout the nation is only 44. 
It is obvious that there are many new 
plans covering ten or fewer employees. 
that 


a qualified trust the employer 


By now most of us are aware 
under 
secures an immediate tax deduction for 
contributions to the trust (representing 
deferred compensation to the employee 
participants), the employees pay no 
tax on this compensation until they 
finally receive it and then usually at 
capital gains rates and all earnings of 
the trust are exempt from income tax. 
Furthermore, employees’ shares in the 
trust which are attributable to the em- 
ployer contributions are exempt from 
Federal Estate Tax. 
The 


imaginative 


current trend among the more 
(or venturesome) small, as 
well as large, corporations is not only to 
enjoy these tax advantages but to utilize 
a tax-qualified pension or profit-sharing 
trust as a means of conserving or even 
obtaining working capital. The idea of 
the 
extremely intriguing. By so doing, tax- 


contributing property to trust is 


payers still get a tax deduction and ob- 


tain the remarkable tax consequences 
outlined above. In many cases the tax- 
payer finds himself in a better working 
capital position after making the con- 
tribution than immediately before. (A 
clear illustration of this is to be found 
in the General Shoe and Colorado Na- 
tional Bank decisions, discussed below). 
For example, a taxpayer in the 52%, 
makes his entire $20,000 
contribution in the form of property, 
winds up with $10,400 additional work- 
ing capital. 

The fan- 
tastic in a contributory plan. In the fore- 


bracket who 


results can be even more 
going example, if the employee contri- 
butions had totalled $16,000, tax- 
who had decided to the 
$20,000 contribution to a qualified trust 
would wind up with $26,400 more work- 
ing capital because of the $20,000 con- 
tribution ($16,000 from the employees 
plus $10,400 in tax savings), assuming 
that the entire $36,000 had been paid 
back to the employer for property, or as 


the 


payer make 


a loan. Contributory plans, for many 
reasons, are achieving more popularity. 
(See How to Use the New 10% Em- 
ployee Contributions Rule, 12 }]TAX 17, 
January 1960). Isidore Goodman, Chief 
of the IRS Pension Trust Division, has 
eloquently expounded the virtues of 
“thrift” plans, as they are sometimes 
called. (See Employee Thrift Plans, 14 
JTAX 20, January 1961). 

The foregoing examples, of course, 
are in the realm of theory. Before div- 
ing into such a program we must test 








the tax traps that sometimes await the 
overeager taxpayer. (And, of course, ap: 
plicable state law must be checked to be 
sure that a trust may legally make cer- 
tain investments). 

In the Code we are concerned with 
Sections 401, 511 and 503. Section 401 (a) 
(relating to the qualification of pen- 
sion, profit sharing, and stock bonus 
trusts) is silent as to the permissible in- 
vestments of, or the permissible form of 
contributions to, these trusts. Section 
401(a) does require that the trust be for 
the ‘exclusive benefit of the employees”. 
The IRS has gone into great detail in 
elaborating upon this simple phrase. 

Regulations 1.401-1  (b)(5)(i) 
“No specific limitations are provided in 
Section 401(a) with respect to invest- 
ments which may be 


States: 


made by the 
trustees of a trust qualifying under Sec- 
tion 401(a). Generally, the contributions 
may be used by the trustees to purchase 
any investments permitted by the trust 
the extent allowed by 
local law. However, such a trust will be 
subject to tax under Section 511 with 
respect to any “unrelated business in- 
come” (as definied in Section 512) real- 
ized by it from its investments. Further- 
more, the tax-exempt status of the trust 
will be forfeited if the investments made 
by the trustee constitute “prohibited 
transactions” within the 
Section 503.” 

Regulations 1.401-1(b)(5)(ii) provides 
that where the trust funds are invested 
in stock or securities of or loaned to, 


agreement to 


meaning of 


the employer, full disclosure must be 
made of the reasons for such arrange- 
ment and the conditions under which 
such investments are made in order that 
a determination may be made whether 
the trust serves any purpose other than 
constituting part of a plan for the ex- 
clusive benefit of employees. 

The aforementioned Sections 511 (tax 
on unrelated business income) and 503 
(prohibited transactions) were made ap- 
plicable to qualified trusts under the 
1954 Code. Far from putting a damper 
on trust investments, these new provi- 
sions have helped by establishing more 
clearly defined boundaries in this area. 
Before their enactment the temptation 
to go too far was always present. 

A qualified plan must observe Sections 
511 and 503 even though such a plan is 
clearly for the “exclusive benefit of the 


, 


employees”. 


Major hazards 


It is perhaps well at this point to com- 
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pare the major tax traps in these three 
sections. They are all closely related to 
trust investments. They are: the exclu- 
sive benefit, the prohibited transaction, 
and the unrelated income rules. 

\ qualified trust may be held not 
to be operating for the exclusive benefit 
f the employees. This carries the most 
severe penalty of all—loss, possibly retro- 
actively, of all tax advantages of a 
qualified plan; deductibility of employer 
contributions, deferral of tax on com- 


pensation, tax exemption of trust in- 
come, Federal estate tax exemption and 
the like. With respect to the “exclusive 
benefit of employees” requirement, Rev. 
Rul. 57-163 states that while inci- 
dental benefit may also inure to others, 
the primary purpose of benefiting em- 
ployees or their beneficiaries must be 
maintained. For example, a sale of se- 


an 


curities may benefit the vendor in that 
it may have resulted in a profit to him 
but, essentially, the purchase by the 
trustee must have been for the best in- 
terests of the the 
fair value at the 
time of purchase, a fair return com- 
mensurate with the prevailing rate must 


trust; i.e. cost must 


not exceed market 


be provided, sufhcient liquidity is to be 
maintained so as to permit distributions 
in accordance - with terms of the 
plan, and the safeguards that a prudent 
investor would must exist. If 
investments fall within the 
scope of the foregoing rules, then we 


the 


observe 
the trust’s 
can be pretty well assured that we are 
on safe ground. 

Mr. Goodman, in a speech before the 
Los Angeles Chapter of the Western 
Pension Conference, November 17, 1960, 
explored this subject in more detail (See 
14 JTAX 153, March 1961). The speech 
provides excellent guide lines to a tax- 
payer with respect to trust investments. 

Mr. Goodman points out that the 
trustee must maintain sufficient cash or 
the equivalent to meet the cash demands 
of the trust as they fall due. Of course, 
where most of the employees are many 
years away from retirement, long-term 
investments may be selected if otherwise 
desirable. Even then there are con- 
tingencies under which earlier cash de- 
mands may be made. 

Some trust agreements go a long way 
in reducing these contingencies. It is 
important to realize that the IRS makes 
no objection to deferral of distributions 
to participants until age 65, regardless 
of vesting and the actual age at which 
an employee terminates employment. 

When a of 


large 


percentage 


trust 


assets is invested in real or personal 
property, we are naturally interested in 
the IRS views on the subject of diversifi- 
cation. 

Mr. Goodman provides no slide rule 
on this subject. However, the fact that 
he stresses that there is no fixed rule is 
significant. He mentions that 
trusts are invested 100% in securities of 
the employer while in other cases a wide 
diversification is desirable. In stressing 


some 


that there are no specific rules, Mr. 
Goodman calls attention to the general 
requisites (which we have largely covered 
above) and points out that an arms 
length approach must be used. 

From the files of the Department of 
Labor we can observe that the invest- 
ments of some existing employee trusts 
are not widely diversified. One pension 
trust shows assets of nearly $6,000,000 
of which $1,500,000 is real estate (ap- 
parently leased by the employer) and 
over $1,000,000 is in stock of the em- 
ployer. Another reveals assets of nearly 
$500,000 of which nearly 90% 
estate leased by the employer. A profit- 
sharing trust with assets of $3,500,000 
has $500,000 invested in stock of the em- 
ployer and $800,000 in real estate lo- 
cated at and around the company plant. 


is real 


Prohibited transactions 

A trust may be held to have engaged 
in a “prohibited transaction”. (Section 
503 IRC). This would occur if the trust 
engages in the following transactions 
with the employer-creator: 

1. Makes loans without adequate in- 
terest and security, 

2. Makes any substantial purchase of 
securities or any other property for 
more than adequate consideration, 

3. Sells any substantial part of its se- 
curities or any other property, for less 
than adequate consideration, 

4. Engages in any other transaction 
which results in a substantial diversion 
of its income to the employer. 

The penalty in such event shall be 
loss of tax exemption to the trust, com- 
mencing in the taxable year (of the 
trust) next following receipt of written 
notice to that effect from the Commis- 
sioner. If the trust can satisfy the Com- 
missioner that it will not knowingly 
again engage in a_ prohibited trans- 
action, it will again be exempt follow- 
ing the one year (or more) penalty. Dur- 
ing such period as the trust has lost its 
exemption, the tax benefit rules for 
qualified trusts will not apply. It might 


even prove advisable for an employer 
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(Mr. Chatterton is a CPA and a mem- 
ber of the firm of Maier and Chatterton 
in Portland, Oregon. He was formerly 
associated with the IRS with special re- 
sponsibility for determination letters 
for plans established in Oregon.| 





to suspend contributions until exemp- 
tion is restored. 


Unrelated income 


A trust may be taxed on its unrelated 
511). This oc- 
currence incurs the least severe penalty 
of all. Only the part of the trust’s in- 
is “unrelated business in- 


business income (Section 


come which 
come” is taxable and the trust has an 
annual $1,000 exemption on that. 
“Unrelated 
fined as income derived from any un- 
related trade or business. Certain types 


business income” is de- 


of income are specifically excluded from 
this tax on “unrelated business income”. 
They are dividends, interest, capital 
gains, annuities and rents from real 
property (including personal property 
leased with real property). However, in- 
come from business leases (generally, 
leases for terms of more than five years) 
is taxable under this section to the 
extent that there is indebtedness against 
the property. For instance, if the trust 
leased property which cost it $100,000 
and carried a $20,000 mortgage, 20% of 
the net income from such lease would 
be subject to this tax. If the trust re- 
duced $10,000, then 


10% of the net income would be tax- 


this mortgage to 


able. 


Leading cases 

After reviewing these three major tax 
traps to trust investments, it might be 
interesting to observe what has actually 
been done by some taxpayers. As usual 
the trail 
through the Tax Court and beyond and 


one or two taxpayers blaze 
thereby make it easier for those who fol- 


low. Probably no other area of tax 
planning, having such widespread popu- 
larity as pension and profit sharing 
plans, has such a dearth of court de- 
cisions to go by. But the majority of de- 
cisions we do have favors the taxpayer. 

Volckening (18 TC 723) broke the 
long standing IRS rule (especially oner- 
ous to small corporations) that a plan 
must arbitrarily limit the percentage of 
the total fund inuring to shareholder- 
employees. Lincoln Electric CA-6, (190 
F.2d 326, 1951) and other decisions led 
to an eventual revocation of the long- 
standing IRS rule that a profit-sharing 
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plan must have a definite formula for 
determining the amount of annual em- 
ployer contributions to the trust. 

Until recently the courts had virtually 
no decisions dealing with investments 
of pension and profit sharing trusts. As 
usual, a few corporations took the lead 
in this unique form of tax planning. 
In 1951 and 1952, a corporation con- 
tributed four pieces of real estate to its 
taking 
three of them. The fair market value of 


pension trust, lease-backs on 
these properties, in excess of a million 
dollars, more than 
their cost basis. The IRS allowed a de- 
duction to the extent of the fair market 
value but asserted a capital gains tax on 
the the 
the cost basis. The taxpayer paid the 


was_ considerably 


difference between value and 
tax and then sued to recover it in the 
district court. 

This apparently was too much for 
the IRS. Thereafter the District Direc- 
tor sent a notice of disqualification to 
the trust, the previous 
favorable determination letters. Among 
other things, the District Director sug- 
that the 


withdrawing 


gested company had never 
really parted with the real estate he 
taxpayer came through the initial court 
test with flying colors. (General Shoe 
Corporation, DC Middle District, Tenn., 
1/13/59). 

The fair 


value of the property was sustained and 


deduction of the market 
the capital gains tax was held to be 
inapplicable. The court said that the 
District Director’s disqualification letter 
was an abuse of discretion and of no 
effect. 

However, upon appeal the shoe was 
fOOt 42 P 2G 2). The 
Sixth Circuit upheld the assertion of 
the capital gains tax, although it did not 
the “disqualification” of 
The U. S. Supreme Court has 


denied certiorari, March 20, 1961. 


on the other 


uphold the 


trust. 


Contribution and lease-back 


The Tax Court several months earlier 
had ruled on a similar issue. In 1954 a 
bank the which 
its building stood to its pension trust 


contributed land on 


(reserving all the 
land). The trust immediately leased the 
land back to bank at an annual 
net on $389,165.52 
and gave the bank an option at any 


improvements on 


the 


rental equal to 6% 


time to repurchase the property for 
$389,165.52. The fair market value of 
this land was at least $700,000. The tax- 
$73,284.65, an 
amount equal to 10% of its past service 


payer deducted only 


June 1961 


costs of the plan. (Of course, the entire 
value of the contribution would be de- 
ductible eventually, but Section 404(a) 
(1)(C) limits deductions for contribu- 
tions to fund past service costs to 10% 
a year. This particular pension plan ap- 
parently provided credits only for past 
service so that the 10% annual deduc- 
tion to fund past service costs under Sec- 
tion 404(a)(1)(C) would be the only ap- 
plicable limitation here.) 


Commissioner’s argument 


The Commissioner disallowed the de- 
duction on the grounds that the trans- 
action was “merely a piece of paper evi- 
dencing a payment to be made some- 
time within the next 20 years’. The Tax 
Court, however, allowed the deduction 
(Colorado National Bank, 30 TC 933, 
acq. IRB 1959-5). 

The Commissioner probably had a 
pretty good point, at that. Actually, here 
the taxpayer accomplished virtually the 
same thing as if it had merely borrowed 
$389,165.52 at 6% in order to pay the 
pension costs. Of course, the trust had 
the land as security for such a “loan”. 
Had this been merely a loan, the tax- 
payer would have been subject to the 
“prohibited transactions” rules. In other 
land would 
constitute “adequate security” for this 
loan. If the land had been worth only 
$389,165.52 it very well might have been 
considered to be inadequate security. No 
mortgage loan company would consider 


words, the have had to 


a loan adequately secured by property 
worth only 100% of the loan. Thus, by 
selling or contributing property to its 
trust, a taxpayer has a means of avoid- 
ing the “prohibited transactions” trap 
at least insofar as the “adequate secur- 
ity” rules are concerned. Property can be 
sold or contributed to a trust at 100% 
the 
amount from the trust, providing the 
same property as security, would be 
risky. 


of its value, but to borrow same 


Bank 
was full of special circumstances, one of 
which was that the land apparently had 
a fair market value of $700,000, far in 
excess of the $389,165.52. At first blush 
that the Commissioner 
missed the boat by not asserting a capi- 
tal gains tax on this difference. It should 
be noted that the IRS has (especially in 
the past few years) assigned its most 
brilliant personnel, both in the National 
Office and the local District Directors’ 
offices to specialize in pension and 
profit sharing trusts and they are not in- 


However, . Colorado National 


it appears 








clined to miss many points. But the 
property here evidently was worth only 
$389,165.52 when we consider the strings 
that were attached to it i.e. the lease- 


back and repurchase option. One might 
easily guess that the taxpayer's basis of 
this property was close to $389,165.52. 
The bank had pegged the value of the 
contribution to the trust at not more 
than that by arranging the lease-back 
and repurchase option. This probably 
avoided a future “prohibited transac- 
tions” trap as well. For, if some day the 
bank had purchased property worth 
$700,000 from the trust at a cost of only 
$389,165.52, a prohibited transaction 
would clearly occur. Here, however, it 
would be impossible for the trust to en- 
gage in a prohibited transaction by 
selling property at the option price that 
was tacked on to it from the outset. 

Had the Commissioner managed to 
raise the value of this property and 
assert the 25% capital gains tax, the 
taxpayer would have had an offsetting 
52%, deduction (over ten years, to be 
sure) on such increase. On the other 
hand, if the taxpayer had contributed 
the land outright at a value of $700,000 
it would have saved 27% (52% less 25%) 
of $310,834.48 ($700,000 less $389,165.52) 
or $83,925.31 over a ten year period. 
Perhaps the threat of immediate capital 
gains tax versus the slower ten-year 
ordinary deduction would have defeated 
the very purpose that the taxpayer had 
apparently attempted to achieve i.e. a 
creation of additional working capital 
without sacrificing appreciably its con- 
trol over the property. We can only 
speculate as to the motives of Colorado 
National Bank and the various ways 
they could have been accomplished. But 
taxpayers can learn a great deal from 
this decision. 


Desirability of real estate 


Both General Shoe and Colorado Na- 
tional Bank involved pension trusts. It 
may be that it is better for a pension 
trust to invest in real estate than for a 
profit sharing trust to do so. Pension 
plans generally have no unforeseen cash 
demands. Exact benefits are payable at 
an exact time. Pension trust assets are 
generally valued at cost, hence there is 
no annual revaluation problem. If there 
is a loss on these real estate investments, 
it is the employer’s loss because he must 
contribute enough to make up the loss 
unless, of course, the plan is curtailed. 
On the other hand, in a profit-sharing 
trust, it is the employees’ loss for the 
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benefits are not definite and depend 
largely on the results of the trust in- 
vestments. However, many pension and 
profit-sharing plans have many of the 
characteristics of the other type of plan, 
and there is no significant reason why 
the type of plan (i.e. pension or profit- 
sharing) should govern the type of in- 
vestment. It is, of course, wise to design 
any plan with the desired investments 
in mind. 


Equipment leases 


A current trend, both indi- 
viduals and businesses, is to lease or rent 
something rather than to buy it. The 
prime example, of course, is the leasing 


among 


of automobiles. The volume of auto leas- 
ing companies is steadily rising. But the 
public has not stopped at automobiles. 
Fluorescent lights, lawn mowers, boiler 
equipment, bowling pins, carpets, ap- 
pliances, tires, vending machines, and 
computers are among the items which 
are leased. 

A logical next step, then, is to lease 
something from the pension or profit- 
sharing trust. The trust generally has 
the money to buy these items and the 
company conserves its working capital 
by renting them. In leasing equipment 
from the trust, however, we have some 
problems that are not present in the 
leasing of real estate. As was discussed 
above, the tax on “unrelated business 
income” does not apply to rent from 
real property (including personal prop- 
erty leased with the real property). The 
strong inference to be drawn, therefore, 
is that rent from personal property 
(other than that which is leased with the 
real property) is subject to the tax. 

Rev. 
that. It states that the renting of rail- 


Rul. 60-206 concludes exactly 


road tank cars by an employees’ trust for 
a period of years with an option to re- 
new is a business ordinarily carried on 
for profit and hence the rents are tax- 
able as unrelated business income. 

Tax Court 
cases pending on this subject. For the 


There are one or two 
moment, at least, it is probably best 
to assume that income from rents of per- 
sonal property is taxable. However, this 
by no means should discourage the use 
of an employees’ trust to rent personal 
property to the employer. First of all, 
we have a $1,000 annual exemption to 
(Section 
512(b)(12). Thus, if a trust received a 


apply against such income 
10% net return, (after depreciation and 
expenses) on its investment in personal 


property, it could invest $10,000 in such 


property without paying any tax. Trusts 
established by small corporations would 
not have any more than that to so in- 
vest, anyway, at least in the early years. 


Other points 


Also, we are not limited to one trust 
merely because we have only one plan. 
Section 401(a)(3) specifically mentions 
the of more than 
single plan. It is interesting to note that 


use one trust in a 
in Mr. Goodman’s paper on trust in- 
vestments, discussed above, this point is 
clearly recognized. He says, “Regardless 
of the number of trusts involved, an 
investment policy must be pursued for 
the benefit of employees in general.” 

The more trusts we have, the more 
$1,000 annual exemptions we may use. 
For instance, we might have one trust 
for executives and one for employees. 
This might be further broken down by 
having a trust for employees over, say, 
age 50 and one for those under 50, and 
so on. 

Another point to bear in mind is that 
it is possible to earmark certain invest- 
ments for certain employee participants 
in the trust. (Rev. Rul. 57-163, Part 
5(p)). Thus, if there is some hesitancy 
about investing trust funds in real or 
personal property, such investments 
could be made in behalf of only those 
employees who wish to do so. Theoretic- 
ally, each employee’s account could be 
invested in a different investment, so 
long as every employee is given equal 
opportunity to have the same invest- 
ment. 

Ordinarily there is no difference be- 
tween contributing property directly to 
the trust and contributing cash which is 
used by the trust to purchase said prop- 
erty. However, the prohibited trans- 
actions rules possibly may be avoided 
by contributing the property directly. 
Thus, if a corporation commits itself 
to contribute Property X to its trust, 
without setting any value thereon, it 
would be difficult for the IRS to allege 


that the trust was not getting its 
money’s worth. The trust would be 
getting exactly what was _ promised, 


Property X. If, however, the corporation 
first contributed $100,000 the 
trust used to buy Property X, the IRS 


which 


would be in a position to argue that 
Property X had a value of less than 
$100,000 and that a prohibited trans- 
action occurred. In the former instance, 
the only argument could be on the size 
of the company’s deduction for the con- 
tribution of Property X (i.e. whether 
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$90,000, $100,000, $110,000, etc.). In the 
latter instance, the entire tax-sheltered 
position of the trust could be in 
jeopardy. 

Another point worth mentioning is 
that if the corporation pays the trust 
more for something than it is worth, 
part of the deduction for such pay- 
ment could be disallowed. For instance, 
if the corporation were renting property 
from the trust and paying more than 
the going rental, part of the rent deduc- 
tion could be disallowed. If it was found 
that the excess payment in effect circum- 
vented the of Section 404 
(relating to maximum allowable con- 


limitations 
tribution to employees’ trusts) the ex- 
cess payment would not be a deductible 
item). However, the trust would not be 
disqualified for this reason. (Rev. Rul. 
46, CB 1953-1, 287). There is far less to 
lose by overpaying the trust than by 
underpaying it. 

If having the trust own equipment 
is infeasible, or the $1,000 exemptions 
are not sufficient, the employer can bor- 
row money from the trust. It has been 
said that an employer shouldn’t even 
have a profit-sharing trust until he has 
the for it. On the 
hand, a profit-sharing plan is most effec- 


cash to pay other 
tive when the company is young and 
growing. Indeed, some companies which 
have experienced tremendous growth 
within a few years owe not an incon- 
siderable portion of their success to their 
profit-sharing plan. One such company 
was included in the examples of diversi- 
fication, above. The tax deferral com- 
bined with the employee incentive of a 
profit sharing plan certainly are not 
factors which would inhibit a company’s 
growth. 

As mentioned previously, when a com- 
pany borrows money from its trust, it 
must be careful to pay the trust the go- 
ing rate of interest and to give the trust 
adequate security. As defined by the 
IRS, adequate security is something in 
addition to and supporting a promise to 
pay, which is so pledged to the lending 
trust that it may be sold, foreclosed 
upon, or otherwise disposed of in de- 
fault of repayment of the loan, and the 
value and liquidity of the security is 
such that it may reasonably be antici- 
pated that loss of principal or interest 
will not result the (Reg. 
1.503(c)-1(b).) 


As possible collateral we might con- 


from loan 


sider inventory, accounts receivable, 


equipment, real estate or a_ personal 
guarantee of a stockholder or of a sister 
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corporation. The less liquid the security, 
the higher its value should be in rela- 
tion to the loan.’ Borrowing from a 
sister corporation to the employer (i.e. 
common horizontal ownership) is not 
subject to the rules on prohibited trans- 
actions nor is borrowing from a parent 
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corporation. The prohibited transactions 
rules apply only to the employer creator 
and corporations controlled by it. 

Once we are thoroughly aware of the 
obstacles we can chart a course around 
them and realize the full potential of < 


qualified employees’ trust. 


Planners find trusts for executives’ 


death benefits save estate taxes 


ie PLANNING the estate of an executive 
with a deferred compensation con- 
tract, or with substantial rights in a pen- 
sion plan, attention should be paid to 
the estate taxes that will be payable 
both by his estate and by his wife’s 
estate should she be his _ beneficiary. 
loo often, income tax aspects are care- 
fully studied but estate tax is over- 
looked, said Philip Bardes, New York 
partner of Lybrand, Ross Bros. & Mont- 
gomery, recently. “Shifting income from 
one year to another, converting ordinary 
income into capital gain, transferring 
income to lower-bracket taxpayers, are 
used every day to help corporate execu- 
tives realize the maximum net after in- 
come tax from the compensation paid 
or eventually payable to him or his 
family. However, one element which de- 
serves more consideration than is 
presently allotted to it is the impact of 
Federal estate taxes upon the rights 
arising from compensation arrangements 
which have not been converted to cash 
in the hands of the executive at the 


time of his death.” 


Qualified plans 


“Qualified profit sharing and pension 
plans,” Mr. Bardes commented, “pro- 


vide the greatest over-all relief from 
both income and estate taxes. The em- 
ployer makes a contribution to the trust 
created under the plan and is entitled 
to a current income tax deduction. The 
funds are earmarked, more or less de- 
pending upon the initial decision of 
the employer as to what period of time 
must pass and what other conditions be 
met before the amounts vest in the em- 
ployee, and compound tax free for the 
benefit of the employee until such time 
as he begins to draw down these funds. 
If he elects to receive an annuity upon 
leaving the employ of the company, the 
amounts received will be taxable as or- 
dinary income when received, but due to 
the fact that these amounts are received 


after retirement the tax bracket of the 


corporate executive is apt to be consider- 
ably lower than it was during his work- 
ing years. If the executive elects to take 
the amount accumulated for his bene- 
fit in a lump sum then the amounts re- 
ceived in excess of his contribution will 
be treated as a long-term capital gain. 
If the executive should die before any or 
all of the amounts accumulated in the 
trust for his benefit are paid or made 
available to the designated re- 
cipient of these funds will be eligible 
for long term capital gain treatment if 
all the funds are received in a lump sum 
or ordinary income treatment upon re- 


him, 


ceipt if an annuity is received.” 


Estate tax savings 

“The income tax aspects” Mr. Bardes 
continued, “should not, however, be the 
sole consideration for any decisions made 
concerning a qualified profit sharing or 
pension plan. The proceeds of qualified 
plans not paid or made available to the 
executive prior to his death are wholly 
exempt from estate taxes provided those 
funds do not pass to the estate of the 
executive. individual 
designated to receive the proceeds upon 


Commonly, the 


the death of the corporate executive is 
his widow. Thus most qualified plans 
provide by their terms for this initial 
estate tax saving. The widow, generally, 
would not spend the entire amount pro- 
vided by the qualified plan and the re- 
maining portion of the funds so derived, 
will be passed on to the children or 
other legatees after having been dimin- 
ished by the estate taxes payable at the 
death of the widow.” 


Further savings by use of trust 

“The thought generally expressed by 
a man in planning his estate is ‘I want 
to provide for my wife; I want her to be 
comfortable 


and I don’t want her to 
have to rely on the children.’ Bearing 
this consideration in mind, further sav- 
ings in income and estate taxes can still 
be made through the proper designa- 





tion of the beneficiary to receive the 
proceeds of the qualified plan upon the 
death of the corporate executive. The 
beneficiary would be specified to be a 
trust created by the corporate executive. 
The trust instrument would provide 
that the annual income would be paid 
to the widow; that she would have the 
right to receive annually not more than 
$5,000 or 5 per cent whichever is higher 
out of corpus at her sole request and 
that, in addition, the trustee would have 
the authority to pay funds out of corpus 
to the widow to meet her emergency 
needs and otherwise to keep her in the 
style to which she is accustomed. Upon 
her death the trust would be terminated 
and the remaining proceeds paid over to 
the children. Assuming that she would 
bequeath the funds to her children at 
her death, the use of this trust has the 
advantage of giving to the widow sub- 
stantially all the economic protection 
she would have if the funds were hers 
alone. The proceeds remaining in the 
trust at her death will not be includ- 
able in her estate for estate tax pur- 
poses. Based on the initial assumption 
nothing is really taken away from the 
if the 
did not arise, she presumably would not 
consume the funds payable from the 
qualified plan in any event. 


widow because need for funds 


“If the widow does not need all the 
income for living expenses, the use of 
the trust may also result in income tax 
savings. The trust would constitute a 
taxpayer separate and distinct from the 
widow, and the tax on any income the 
trust was not required to, and did not, 
distribute would be computed starting 
with the lowest bracket rather than start- 
ing from the top bracket at which the 
widow’s other income would place her. 

“Executives who plan to receive all 
their benefits from the plan in a lump 
sum at nevertheless 
consider designating a trust of this type 
as beneficiary in the event of their death 
before retirement.” 


retirement should 


Other compensation arrangements 
“Deferred compensation arrangements 
(other than qualified plans),” Mr. Bardes 
pointed out, “produce no tax benefit to 
the corporation and benefit the execu- 
tive solely by allowing income which 
might be paid in a high-tax-bracket year 
to be paid in a year in which the in- 
dividual will be able to retain a greater 
portion of the proceeds. The reasons that 
deferred compensation arrangements are 
employed to such a great extent despite 
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the limited character of the tax shelter 
which they offer are that not all corpo- 
rate executives are eligible for qualified 
pension or profit sharing plans and quite 
often the amount that can be deferred 
under qualified plans is substantially 
executive would 
normally be entitled to receive. Amounts 


less than what the 
deferred under ar- 
rangements other than qualified plans 
are always subject to income taxes upon 
receipt (actua) or constructive) by the 
individual end would be subject to 
estate tax, as well, to the extent that 
they are unpaid at the death of the 
executive. In some situations deferred 


which have been 


compensation arrangements can wreak 
havoc with an executive’s estate, espe- 
cially if the amount which has been 
deferred will be payable to the widow 
over a period of years following the 
death of the executive. The difficulty 
arises because the estate must pay estate 
taxes at the regular time upon this right 





Continued salary was gift to widow of 
deceased employee. The Board of Direc- 
tors of a corporation passed a _ resolu- 
tion authorizing a distribution to the 
taxpayer, as the decedent’s widow, of the 
bonus earned by the decedent for the 
first quarter of 1956, a continuation of 
payments to her of the monthly salary 
of the decedent for the balance of. the 
calendar year, and a transfer of the 
company-owned automobile used by the 
decedent before his death. The bonus, 
salary, and car were turned over to the 
widow and not to the estate of the de- 
The 

amounts 


cedent. Government contended 


that the distributed to the 
widow in excess of $5,000 were includ- 
ible in her gross income under Section 
101(b) of the 1954 Code. On the basis 
of Reed, (177 F. Supp. 205), (aff'd 277 
F.2d 456), and Cowan, (DC Ga., 8/25 
60), this court holds that the exclusion 
of gifts in Section 102 is not sufficiently 
“specifically dealt with” in Section 
101(b) to warrant limiting Section 102 
to gifts of $5,000 or less. Accordingly, 
the widow is not taxed on the gifts given 
to her by the corporation at the time of 
his death, Frankel, DC Minn., 2/28/61. 


Gain on appreciated real estate con- 
tributed to employees’ trust is taxable. 
Taxpayer contributed real estate to its 
employees’s trust and claimed a deduc- 
tion for the fair market value. The prop- 


New compensation decisions this month 


to receive future income which will be 
subject to ordinary income taxes when 
received (less a limited credit for the 
estate tax). An extreme problem of 
liquidity can easily arise. 

“In the case of a deferred compensa- 
tion arrangement, if possible, the widow 
should not be named as the alternate 
beneficiary due to the fact that she will 
probably be the highest bracket tax- 
payer in the immediate family after the 
executive’s death. If the individual in- 
tends to leave any funds to charity, his 
rights under the deferred compensation 
arrangement would generally prove to 
be an excellent vehicle. If the funds are 
to be retained in the family”, Mr. Bardes 
concluded,” then the deferred compensa- 
tion, to the extent practicable, should 
be paid to the lowest bracket taxpayer 
This might minor 
children, dependent parents, or a trust 
for the wife such as was described above 


possible. include 


with regard to the qualified plan.” 


erty was used in the business and was 
leased back at rental would 
amortize that fair value and in addition 
provide a fair return. The trial court 
approved the valuation and held that 
the contribution did not result in a capi- 


that 


tal gain on the difference between 
cost and fair value at date of contribu- 
tion. The Sixth Circuit reversed. The 
employees are compensated by the con- 
tribution. This is realization of fair mar- 
ket value sufficient to tax gain. General 
Shoe Corp., cert. den., 3/20/61. 


Pension plan must be executed before 
year-end for accrual. During its fiscal 
year ended 11/30/53, taxpayer’s pension 
plan was not yet in existence; it was not 
finally adopted until January 1954. Tax- 
payer’s first contribution to the pension 
plan was made within 60 days of the 
close of its 1953 fiscal year. The Code 
treats such a payment as made as of the 
last day of the expired year of accrual. 
Taxpayer sought to accrue the deduc- 
tion for the year ended 11/30/53, con- 
tending that the 60 days of grace applies 
to both payments and accruals. The 
court, affirming the Tax Court holds 
that the deduction must be denied be- 
cause the plan was as not in existence 
during the year. For this reason the ex- 
pense did not accrue and the 60-day 
grace period is irrelevant. Louisville Tin 
& Stove Co., CA-6, 3/10/61. 
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Serious tax trap exists in recovery 


of wrongfully withheld profits 


by MITCHEL J. EZER 


When a person recovers profits that have been wrongfully withheld from him, the 


tax consequences are substantial. The person receiving the money suffers a double 


tax blow, while the wrongdoer enjoys a double relief. Mr. Ezer explains how this 


happens, from which analysis a wronged person may be able to develop a course of 


action that might protect him from this tax blow; however, it isn’t easy. The 


difficulty stems from the Larson case, wrongly decided by the Supreme Court in 1928. 


NCE IT IS ESTABLISHED that earnings 

have been wrongfully withheld and 
an equitable accounting commenced to 
ascertain the amount due, the defendant 
often contends that income taxes pre- 
viously paid on the profits now being 
disgorged should be considered as re- 
Until 1928, the 
courts sporadically debated the issue, 


ducing his liability. 


reaching quite divergent conclusions.! 
In that year, though, the Supreme Court, 
in an opinion by Mr. Justice Holmes, 
settled the question with its decision in 
Larson Co. v. Wrigley Co.2 Laying down 
what is usually called the ‘“conscious- 
wrongdoer” test, the Court held that, if 
the defendant honestly believed the 
profits withheld were rightfully his, the 
reduction for prior-paid taxes would be 
allowed; in cases of deliberate misap- 
propriation, however, no offset would 
be permitted. 

Although the Larson opinion was not 
intended as a dispositive ruling on the 
deductibility of prior-paid taxes,3 it 
nonetheless received practically unani- 
mous acceptance as the governing prece- 
dent in both state* and Federal5 courts. 
Its rule is cited mainly in patent,® copy- 
right,? and trademark§ infringement ac- 
countings, inasmuch as it arose in an 
infringement contest, though contro- 
versies over the deductibility of income 
taxes previously paid are by no means 
limited to that. area. 

The Larsen standard has been ex- 


tended to every equitable accounting 





where the funds in question are earned 
income and were held under a claim 
of right. 

The question has appeared in the 
appellate reports in such diverse situa- 
tions as a stockholder’s derivative suit 
brought both to set aside the sale of a 
building and to obtain all profits de- 
riving from its operation (Cathedral 
Estates v. Taft Reaity Corp., 157 F.Supp. 
895, 903 (D. Conn. 1954), aff'd, 251 F.2d 
340, CA-2, 1957); an action by a de- 
frauded merchant who sought both the 
return of the business he had sold and 
all interim profits made by the buyer 
(Brooks v. Conston, 364 Pa. 256, 264-65, 
72 A.2d 75, 79-80, (1950); and a suit 
brought by the Federal Government 
both to quiet title to mineral lands and 
to obtain all profits realized from the 
exploitation of valuable oil deposits 
thereon (Standard Oil Co., 21 F.Supp. 
645, 655 (SD Calif. 1937), aff'd, 107 F.2d 
402, 419, CA-9, 1939, cert. denied, 309 
U.S. 654, 1940). 

It is believed that there are far more 
cases in which the Larson principle is 
applied than one would gather from 
totaling the number of cases in the 
appellate reporters that have explicitly 
followed it, for normally no opinion 
is rendered on the accounting phase of 
litigation, and the Larson principle is 
so well embedded that counsel no longer 
appeal a ruling based thereon. See Live- 
say Window Co. v. Livesay Industries 
(251 F.2d 469, 474 n. 10, CA-5, 1958). 


Only where the expropriator never 
acquired even colorable title to the 
profits is there no contention that prior- 
paid taxes diminish the defendant’s 
liability. The best example is a partner 
who withholds earnings from his asso- 
ciate. Since a partnership is not a tax- 
able entity, the profits are regarded as 
being constructively received by and 
taxable to the defrauded partner in the 
year earned (Goldberger’s Estate, 213 
F.2d 78, CA-3, 1954; First Mechanics 
Bank, 91 F.2d 275, CA-3, 1937; Baker, 
133 F.Supp. 666 (WD Okla. 1955). 
Therefore, the misappropriation is mere- 
ly embezzlement of another’s funds, not 
withholding under a claim of right, so 
that, even if the culprit reported the 
withheld funds and paid taxes thereon, 
he has no basis for demanding a prior- 
paid-tax reduction. 

In the original dispute as to whether 
there had been an infringement, the 
court found not only that Wrigley had 
willfully expropriated Larson’s trade 
name but that it had also deliberately 
suppressed evidence to mislead the trial 
court.® An accounting was ordered and, 
in due course, completed. At this point, 
the trial court, in a finding totally un- 
related to the issue of willful wrong- 
doing, held that the reduction for prior- 
paid taxes would not be allowed in de- 
termining the amount of profits due 
plaintiff.1° Reversing, the Seventh Cir- 
cuit suggested that the “proper” pro- 
cedure would be to reduce defendant 
Wrigley’s liability by the amount of 
taxes plaintiff Larson would have paid 


1 Compare Macbeth-Evans Glass Co. vy. L. E. Smith 
Glass Co., 23 F.2d 459, 463, CA-3, 1927, rev’g 21 
F.2d 553, 555 (WD Pa. 1927) (prior-paid taxes 
are necessarily a charge against income; reduction 
allowed) with Ellett v. Klein, 22 F.2d 807, 814 
(ED Pa. 1927) (reducing withheld profits by 
prior-paid taxes would overcomplicate the ac- 
counting; reduction denied). 

2277 U.S. 97 (1928). 

8 See text accompanying notes 9-15. 

4E.g., Julius Hyman & Co. vy. Velsicol Corp., 123 
Colo. 563, 630-31, 283 P.2d 977, 1011 (1951). 

5 E.g., Goodyear Tire & Rubber Co. v. Overman 
Cushion Tire Co., 95 F.2d 978, 985, CA-6, 1937. 

* E.g., Enterprise Ry. Equip. Co. v. Wine Ry. Ap- 
pliance Co., 77 F.2d 159, 161, CA-6, 1935, rev'd on 
other grounds, 297 U.S. 387 (1936). 

TE.g., Alfred Bell & Co., Ltd. v. Catalda Fine Arts, 
Inc., 191 F.2d 99, 106, CA-2, 1951, rev’g 86 F.Supp. 
399, 404, 418 (SD N.Y. 1949). 

8 E.g., Wolfe v. National Lead Co., 156 F.Supp. 
883, 891 (ND Calif. 1957), aff'd, 272 F.2d 867, 873, 
CA-9, 1959. 

® Larson Co. v. Wrigley Co., 253 Fed. 914, 916, 
CA-7, 1918. 

10 Wrigley Co. v. Larson Co., 5 F.2d 731, 747 (ND 
Ill. 1925). The court, in denying the reduction, 
reasoned that since the Wrigley Co. had enjoyed 
the use of the earnings, it should be left “‘in the 
position in which ... it placed itself by its own 
act in reporting these profits.”’ [bid. 
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had it received these profits initially, 
because, said the court, it was “unthink- 
able” that the judgment after reduction 
would be taxed in Larson’s hands.11 
Had the learned court done even basic 
research, it would soon have found that 
the judgment, being in lieu of earnings, 
was fully taxable as ordinary income.!2 
Thus, plaintiff was actually being taxed 
twice—once while its profits were in de- 
fendant’s hands, again when received in 
judgment form. Fortunately for Larson 
(though unhappily for litigants yet to 
come), the Supreme Court agreed to re- 
view on this point alone.13 In an ab: 
breviated (two-paragraph) opinion, ob- 
viously intended only to scuttle the 
Seventh Circuit’s blunder, the court re- 
versed but, in groping for a palatable 
rationale for its decision, grasped at the 
straw offered by the substantive phase 
of the Mr. Justice 
“In a case of what has 
found to have been one of con- 


litigation. Thus, 


Holmes noted: 
been 
scious and deliberate wrongdoing, we 
think it just that the further deduction 
should not be allowed.’!4 Holmes, how- 
ever, almost certainly had reference to 
the deliberate suppression of evidence, 
not to the willful infringement, when 
he spoke of “conscious wrongdoing.” He 
was not attempting to establish a gen- 
eral rule that in willful infringement 
situations a prior-paid-tax reduction was 
debarred, while in cases of good faith 
expropriation it was to be allowed. He 
never considered that question. Later 
courts,15 however, lacking knowledge of 
inter- 


the underlying circumstances, 


' Larson Co. V. 
CA-7, 1927. 

12 OD 26, 1 CB 67 (1919). Indeed, the Seventh Cir- 
cuit would have discovered that judgments were 
taxable merely by heeding the district court’s opin- 
ion. See 5 F.2d at 747: “The Larson Company will 
be required to pay a federal tax upon the profits 
recovered in this proceeding.” 

18275 U.S. 521 (1927): “The questions to be re- 
examined to be limited to those relating to the de- 
duction of Federal income and excess profits taxes 
from the net profits awarded to the petitioner.” 
44277 11.S. at 100. 

*“It may be concluded (from the Larson opin- 
ion) that where the accounting party has been 
acting in good faith, and with his infringement 
there was no admixture of deliberation or wilful- 
ness, such a deduction 


Wrigley Co., 20 F.2d 830, 834, 


(for prior-paid taxes) 
would be proper.” Stromberg Motor Devices Co. v. 
Detroit Trust Co., 44 F.2d 958, 965, CA-7, 1930. 

16 Cutter, “Taxation of Proceeds of Litigation,” 
57 Colum. L. Rev. 470, 484 (1957). Most courts 
seem unaware that there is any problem; they 
simply cite Larson or one of its progeny as disposi- 
tive, then proceed to the next facet of the account- 
ing. See, e.g., Enterprise Ry. Equip. Co. v. Wine 
Ry. Appliance Co., 77 F.2d 159, 161, CA-6, 1935, 
rev'd on other grounds, 297 U.S. 387 (1936). 
17**To refuse to permit the defendants to deduct 
the corporate income taxes they paid on the prof- 
its . . . would be in effect the imposition of a pen- 


preted Larson to mean that a good-faith 
expropriator must be granted a reduc- 
tion for prior-paid taxes, while a bad- 
faith defendant is to be 
denied this benefit. 


absolutely 


Even if it be assumed that Holmes’ 
reference to conscious wrongdoing was 
directed at the infringement rather than 
Wrigley’s unconscionable attempt to 
mislead the court, and that he did in- 
tend the meaning that later courts at- 
tributed to his words, what reason then 
existed for distinguishing between de- 
liberate and well-intentioned misappro- 
priation has long since disappeared. In 
1928, if a defendant was not allowed to 
deduct prior-paid taxes from his debt, 
recouping these disbursements depend- 
ed entirely on whatever tax benefit 
could be derived from offsetting the 
unreduced judgment against current in- 
come or, if current were in- 
sufficient, on the outcome of protracted 
refund negotiations and litigation. In- 
deed, it was the fear that the Wrigley 
Co. would be unable to recover its prior- 


income 


paid taxes by deducting an unreduced 
judgment from current income and that 
it therefore would have to seek a re- 
fund, which notivated the Seventh Cir- 
cuit’s decision. “There may be no profits 
adequate (to absorb the deduction) . . ., 
in which event the tax thus paid would 
be lost to Wrigley. . .. We do not think 
it would be equitable to require 
Wrigley to pay back the full net profits 
without any reduction for this tax, on 
the faith that somehow and somewhere 
and sometime it will be refunded” (20 


alty superimposed on the judgment for profits 
herein.”’ Sheldon v. Metro-Goldwyn Pictures Corp., 
26 F.Supp. 134, 143 (SD N.Y. 1938). 

18 Since 1939, the Internal Revenue Code has em- 
bodied a losscarryover provision, 53 Stat. 867 
(1939), as amended, 26 U.S.C. Section 122 (1952), 
now IRC 1954, Section 172, which pragmatically 
insures that a tax benefit will be realized from a 
business deduction. Moreover, the 1954 Code in- 
augurated a new provision—Section 1341—which 
permits a defendant who pays a judgment for 
monies withheld under a claim of right the option 
of either taking the deduction in the year when 
the judgment is accrued or paid or spreading it 
back to the years in which the earnings were first 
reported, whichever is most advantageous. 

19 Raytheon Products Corp., 144 F.2d 110, 113, 
CA-1, 1944, leading case: ““The question to be 
asked is ‘In lieu of what were the damages award- 
ed.’ "’; W. W. Sly Mfg. Co., 24 BTA 65, 68 (1931). 
20 See Livesay Window Co. v. Livesay Industries, 
251 F.2d 469, 474 n. 10, CA-5, 1958. “If, for exam- 
ple, $556,664 is considered to be the profit the Li- 
censee would have made afier taxes, it is plain 
that now on [the basis of] tax precedents, this 
‘net’ figure [amount after deduction for prior- 
paid taxes] will be taxed and the real recovery 
will be considerably less.”’ (Court’s emphasis.) 

21 OD 917, 4 CB 142 (1921); see Central Trust Co. 
v. Burnet, 45 F.2d 922, DC Cir. 1930; see also 
Lucas ¥. American Code Co., 280 U.S. 445 (1930). 
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F.2d at 834). Because a defendant oc- 
casionally would recoup nothing, it was 
apparently felt that only the bad-faith 
wrongdoer should be exposed to this 
hazard. 1939, though, the loss 
carryover provisions virtually guarantee 
that the full judgment will be deducted. 


Since 


Tax effect of Larson 


Nonetheless, the Larson rule, as mis- 
interpreted, is more visable than ever, 
having been converted, by rote repeti- 
tion, into an inflexible standard modern 
courts automatically cite as controlling 
without either knowledge of its origin 
or comprehension of its impact.!® Pre- 
sumably, the judiciary believes the Su- 
preme Court not want them to 
penalize the good-faith defendant by 
disallowing the reduction for prior-paid 
taxes.17 What they fail to realize is that, 
under current tax law,18 permitting any 
expropriator a prior-paid-tax reduction 
not only doesn’t penalize him, it bene- 
fits him while actually punishing his 
innocent 


does 


And unless someone 
exposes this absurdity, the courts give 
every indication that they will mechani- 
cally perpetuate this nonsensical per- 


victim. 


version of what they believe to be the 
Larson rule. 

Underlying all this is a simple eco- 
nomic premise: Inasmuch as a court has 
adjudged there was a wrongful with- 
holding of profits, both litigants should 
be restored to the positions they would 
have occupied had the wrongdoing never 
Yet, defendant's 
liability is reduced by whatever income 


occurred. when the 
taxes he paid on the misappropriated 
earnings, the plaintiff is shortchanged. 
Since the recovery is in lieu of an ordi- 
nary income receipt (i.e., profits), it is 
also taxable as ordinary income,!® the 
result being that plaintiff's profits are 
double taxed—once when they are in 
defendant’s hands and again when 
plaintiff receives the reduced balance in 
judgment form.2° Obversely, because a 
judgment, even when reduced, is de- 
ductible as a current business expense,?! 
the defendant receives a double benefit 
—once by deducting prior-paid taxes 
from his debt to plaintiff and again 
from the tax savings realized when the 
net judgment is used to offset defend- 
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ant’s current income. A_ low-bracket 
plaintiff suing a high-bracket defendant 
will come away with a pittance. For 
instance, assume Mutt, a struggling 20%- 
bracket playwright, proves that Jeff, an 
affluent 80%-bracket producer, wrong- 
fully obtained $200,000 in profits by 
innocently infringing Mutt’s copyrighted 
drama. Jeff's motives being pure, he is 
entitled to deduct his prior-paid taxes— 
$160,000 (80% of $200,000)—before judg- 
Mutt, therefore, 
receives only $40,000, on which he must 
pay a tax of at least 20%—$8,000—leav- 


ment is rendered.22 


ing him with, at most, $32,000 of the - 


$200,000 earned from his creation. 
Granted, the extra $200,000 paid direct- 
Mutt inflated his 


bracket but it would not 


ly to would have 
have sky- 
rocketed to the stratospheric heights of 
84%, ($32,000 net $200,000 in- 


come).28 


from 


The inanity of the conscious-wrong- 
doer rule is underscored by the fact that 
this consequence would not ensue if the 
defendant, like Larson’s vanquished an- 
tagonist, had been denominated a con- 
had 
plaintiff would have received the entire 


scious miscreant. If he been, the 


amount expropriated in judgment, 


would have paid his taxes thereon, and 
would have cleared what he would have 
retained originally if all profits due had 
been channeled to him directly in a 
single year. And the defendant, who 
had paid taxes on these profits already, 
would unfailingly recoup this disburse- 
ment via the tax benefit resulting when 
the judgment is either deducted from 
his current year’s income or carried over 
to offset earnings of other years. 

Simply 


eliminating the conscious- 


wrongdoer rule, unfortunately, will not 
resolve all problems in this area. An- 


other complication, deriving from the 


“This example is somewhat oversimplified, as 
it assumes that defendant will compute the re- 
duction under the theory that the profits reported 
in prior years were taxed at the highest prevailing 
rate then applicable. The only case to consider this 
question held otherwise. In Alfred Bell & Co., 
Ltd. v. Catalda Fine Arts, Inc., 86 F.Supp. 399, 
404 (SD N.Y. 1949), rev’d on other grounds, 191 
F.2d 99, 106, CA-2, 1951, the court held the mis- 
appropriated profits were to be considered pro- 
rata part of the aggregate and the prior-paid tax- 
es computed according to scale. 

°8 The tax on $200,000 pure income for an individ- 
ual taxpayer is $156,820—IRC 1954, Section 1(a); 
for a taxpayer filing a joint return, it is $134,640— 
Section 2(a) in conjunction with Section 1(a); 
for a corporate taxpayer, it is $98,500—Section 11. 
Each figure assumes the $200,000 would have been 
received entirely in one year, a rather unlikely 
hypothesis. For further discussion, see text accom- 
panying notes 24-25. 

*4 Of course, this can operate in reverse to plain- 
tiff’s advantage. Thus, in the textual example, if 


June 1961 


annual bracket fluctuations so many 
taxpayers experience, would persist even 
if the Larson doctrine were abandoned. 
For the judgment, whether reduced or 
not, may well be recovered in a year 
when plaintiff's income (and tax rate) 
are both higher than they were in the 
year he should have received the ex- 
propriated earnings.24 Conversely, the 
much-elated defendant may well find 
he reported the wrongfully-withheld in- 
come in a low-earning year, paying 
minimal but can 
deduct the judgment off the top of his 
currently infiated income to realize a 
much larger tax benefit. Convolutions 
such as these probably account for the 
ardor displayed by defendants in pur- 
suit of the prior-paid-tax reduction; if 
thein effective rate has risen, the extra 
tax savings realized by deducting a re- 
duced judgment from ‘current income 


taxes thereon, now 


make the effort more than worthwhile. 


Effect of bunching 


Still another dimension of the prob- 
lem, also unaffected by retention or 
abolition of the conscious-wrongdoer 
rule, is the bunching effect of a judg- 
ment.25 Earnings that are the subject 
of equitable accounting proceedings 
normally accrue gradually over many 
years. Judgments are taxable in the 
year paid for cash-basis taxpayers, while 
those on the accrual basis pay in the 
year rendered. Hence, plaintiff's profits, 
which, absent the defendant’s wrongful 
intervention, trickled in 
periodically, are suddenly rammed into 
a single year and virtually confiscated 


would have 


by the graduated tax rates.26 At the 
same time, the bunching effect of the 
judgment may well treat the elated de- 
fendant to a huge tax deduction in a 
year when his income would otherwise 


Mutt’s tax rate in 1956 had been 60% and had 
fallen to 40% in 1960, recovering the $200,000 in 
1960 would mean that Mutt retains $40,000 more 
($120,000 as opposed to $80,000) as a result of the 
expropriation. This result does not defend the sys- 
tem, but merely spotlights the irrationality of a 
rule that benefits some litigants while financially 
mauling others. When the conscious-wrongdoer 
rule operates to permit defendant to reduce his 
liability before judgment, the plaintiff can emerge 
in a financially better position only if his bracket 
has plummetted between the proper and actual 
year of receipt. 

* A penetrating analysis of the bunching problem 
will be found in Cutter, note 16. 

26 One trial court attempted to ameliorate the ef- 
fect of a bunched judgment but was summarily 
reversed. See Paris v. Remington-Rand, Inc., 101 
Fi2d 64, 68, CA-2, 1939, patent infringement 
case: The special master added to the profits award 
an amount intended to compensate plaintiff for 
the extra income taxes caused by bunching six 
years income into one, but the award was reversed 


have risen to stratospheric heights. Con- 
gress is aware of the bunching problems. 
Under Section 1341 of the 1954 Code, 
the defendant, who is the least deserv- 
ing of sympathy, is given the option of 
either taking the bunched deduction in 
the current year or spreading it back 
to the years in which the now disgorged 
earnings were originally taxed, which- 
ever is most advantageous. Fortunately, 
a few of the victims—namely, those of a 
patent infringer—are also accorded ap- 
propriate relief. Under Section 1304 of 
the Code, when the patentor’s (plain- 
tiff’s) profits are received by a judgment 
in one year, they can now be spread 
back on a monthly pro-rata basis over 
the period in which they should have 
accrued. Section 1304, of course, leaves 
untouched the vast area encompassed 
by other types of equitable accountings 
in which income bunching results in 
confiscatory taxation. And, of course, it 
does nothing whatever to eliminate the 
evils attendant upon permitting a good- 
faith wrongdoer to deduct prior-paid 
taxes before judgment for a “prior-to- 
judgment” reduction means _ plaintiff's 
effective recovery is less whether he is 
taxed thereon in a single year or on a 
spread back basis. In sum, this narrow 
but monetarily significant facet?7 of 
our tax law actually puts a premium on 
wrongdoing and treats the innocent vic- 
tim thereof as if basic justice were an 
unknown quantity in administering the 
revenue laws. 


Proposed solutions 


The most easily implemented solu- 
tion, though by far the least satisfactory 
one, is for all courts simply to dis- 
tinguish or limit Larson and then refuse 
even an unconscious evildoer the bene- 
fits of a prior-paid-tax reduction. That 


as being too “speculative.” 

27 For example, in Larson, $621,108.97 was claimed 
as a prior-paid tax reduction; in another case, the 
amount in controversy was $500,010.89—Standard 
Oil Co., 21 F.Supp. 645, 655 (SD Calif. 1937). 
These figures are typical; they were not chosen 
for shock value but were selected at random. 

28 Livesay Window Co. v. Livesay Industries, 251 
F.2d 469, 474 n. 10, CA-5, 1958. 

2 Plaintiff's counsel was apparently so enamored 
with Larson that he didn’t bother to appeal the 
trial court’s ruling that defendant’s liability would 
be reduced by prior-paid taxes. /bid. 

80 See text accompanying notes 25-26. 

31 See text accompanying and following note 24. 
%2 See Julius Hyman & Co. v. Velsicol Corp., 123 
Colo. 563, 630-31, 233 P.2d 977, 1011 (1951). 

% This is, fundamentally, the same solution em- 
ployed in a few earlier Federal cases—e.g., W. W. 
Sly Mfg. Co. v. Pangborn Corp., 276 Fed. 971 (D. 
Md. 1921), aff'd, 284 Fed. 217, CA-4, 1922, cert. 
denied, 260 U.S. 749 (1922). In contrast, see Trip- 
lex Safety Glass Co. v. Pittsburgh Plate Glass Co., 
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such a solution has potentialities is 
demonstrated by a recent case in which 
the Fifth Circuit expressed its willing- 
ness to ignore Larson and deny a con- 
cededly innocent infringer the reduc- 
tion;?8 indeed, only the procedural pos- 
ture of the case prevented it from do- 
ing so.29 Although the Fifth Circuit’s 
answer will not solve the bunching? 
and shifting-annual-bracket3! problems, 
at least it will eliminate the pathetic 
spectacle of a hapless plaintiff forced to 
watch what is rightfully his being eaten 
away by another man’s taxes, only to 
have what little remains eroded by more 
taxes still. Certainly, there is sufficient 
elasticity in the conscious-wrongdoing 
concept to permit any sophisticated 
court to find reason for denying the 
prior-paid tax reduction. For example in 
McNamara v. Powell (52 NYS 2d 515, 
Sup. Ct. 1944), Justice Morehouse cut 
to the heart of the problem when he 
stated: “Defendant chose to take the 
profit for himself and thereby became 
liable for the tax. It has since developed 
that the profit did not belong to him 
and that the tax was not his liability. 
That situation arose without fault of 
the plaintiff, and was a matter entirely 
beyond his ken. Equity will not over- 
look the probability that the plaintiff 
will be called upon to pay income taxes 
upon the amount of his recovery herein 
and at a much higher rate than that 
paid by the defendant.” (Ibid. at 534.) 
However, it would be overoptimistic to 
hope that all judges will accept this 
view; most will follow Larson, despite 
its patent absurdity, simply because 
Holmes authored it. Consequently, it 
can only be hoped that counsel will ap- 
peal and the Supreme Court grant 
certiorari the next time a reduction 
for prior-paid taxes is allowed and that 


38 F.Supp. 639 (D. Del. 1941). There, five years 
after the accounting had been terminated and a 
reduction for priorpaid taxes allowed, the short- 
changed plaintiff suddenly realized that defendant 
had pocketed a “bonus” tax benefit by deducting 
the reduced judgment from its then current in- 
come. Triplex demanded that defendant pay over 
its tax benefit or at least an amount equal to the 
prior-paid tax reduction, as compensation for the 
loss plaintiff suffered when defendant was permit- 
ted to reduce its debt. The court stated that “de- 
ductions allowed defendant in computing its Fed- 
eral income tax concern only the Government and 
the defendant taxpayer, and are of no concern to 
plaintiff... See also the amazing statement in 
Sheldon v. Metro-Goldwyn Pictures Corp., 26 F. 
Supp. 134, 148 (SD N.Y. 1938): “‘Whatever tax 
advantage defendants may gain when they pay or 
settle complainant’s judgment herein is irrelevant 
to the issue, just as is the effect the receipt by 
complainant of the larger sum may have on com- 
plainant’s tax situation.”’ 

*“ For example, if plaintiff would have netted 


the Court will either overrule Larson 
outright or, if averse to scuttling so 
hoary a precedent, distinguish it into 
oblivion. 

A second, somewhat more satisfactory, 
answer lies in wider adoption of a de- 
vice recently employed by the Colorado 
Supreme Court.82 Confronted by a clear- 
ly innocent infringer and feeling itself 
bound by Larson, the Colorado court 
permitted the prior-paid-tax reduction 
but then required defendant to post a 
bond guaranteeing payment to plaintiff 
of any tax benefits realized when the 
judgment was used to offset other in- 
come.33 There are, unhappily, also 
faults in this ingenious plan. First, since 
it is geared to defendant’s—not plain- 
tiff's—tax picture, the tax benefit realized 
may be insufficient to compensate plain- 
tiff for the income lost through inter- 
vention of the defendant. Second, 
there remains the possibility that plain- 
tiff will receive both the judgment and 
the proceeds of defendant’s tax bene- 
fits in years when his bracket has 
climbed above that which prevailed 
when the income should have been re- 
ceived. And, most important, income is 
still being bunched, though the impact 
is lessened by diffusing it into two years 
—i.e., when the judgment is rendered 
and when the realized tax benefit. is 
paid. 


Legislation needed 


The ideal solution to this problem 
lies not in piecemeal judicial attacks 
but in adoption of legislation that places 
both litigants in the tax position they 
would have occupied had the profits 
withheld. The 
Revenue Code ought to be amended to 


never been Internal 


allow a reduction of any defendant's 
liability for taxes by tax paid on the 


$100,000 after taxes absent the defendant’s inter- 
vention but realizes only $59,000 because of the 
Larson rule’s double tax, and defendant pays to 
plaintiff a tax benefit of $30,000 realized from de- 
ducting the judgment from current income, plain- 
tiff is still ‘out’? $20,000. 

% There is some question whether Congress can 
require a state court to reduce the judgment by 
the amount of prior-paid taxes, though their au- 
thority over the Federal courts is undeniable. 
However, because this problem is so closely inter- 
woven with the rev. nue laws, the plenary power 
conferred upon Congress by the U. S. Constitu- 
tion, Article I, Section 8, Clauses 1 & 18 and 
Amendment XVI should be sufficient to confer the 
necessary authority over the state courts. See 
Testa v. Katt, 330 U.S. 386 (1947) (state courts 
required to enforce federally created remedy de- 
spite their contrary predilections). 

%* This facet of the proposed solution is substan- 
tially similar to that proposed by the Seventh Cir- 
cuit in the original Larson case. The only differ- 
ence between this phase of our proposal and that 
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wrongfully withheld profits, however 
deliberate his actions, but to provide 
that the recovery be nontaxable to 
plaintiff and nondeductible by defend- 
ant, subject to adjustments needed to 
return both parties to their proper tax 
situations.®5 Such a plan would work as 
follows: Assume first that the taxes plain- 
tiff would have paid upon direct and 
timely receipt of the withheld profits 
would be /ess than the taxes defendant 
actually paid. In that case, defendant’s 
liability will be reduced not by his 
prior-paid taxes but by an amount 
equalling what would have been plain- 
tiff’s taxes.86 Hence, plaintiff's net non- 
taxable recovery will precisely equal 
what he would have cleared after taxes 
absent the misappropriation. Defendant, 
however, will have overpaid the differ- 
ence between the taxes he actually dis- 
bursed and those recouped through re- 
ducing his debt by the lesser sum repre- 
senting what would have been plaintiff's 
taxes. Consequently, defendant will be 
given a direct credit against his current 
(or, if necessary, future) taxes to reim- 
burse this differential.87 Conversely, as- 
sume now that the taxes plaintiff would 
have paid on direct seasonable receipt 
are more than the taxes defendant ac- 
tually paid. Defendant’s debt again will 
be reduced, but here only by the amount 
of his prior-paid taxes, not the greater 
amount representing the taxes plaintifl 
would have paid. This reduction auto- 
matically returns defendant to his finan- 
cial status prior to the withholding of 
profits, as that portion of the misappro- 
priated earnings he did not disburse in 
taxes is now paid out in judgment and 
he is not entitled to any deductions. 
But plaintiff, under these circumstances, 
has a greater net recovery than if the 
profits had been received by him direct- 


proposed by the Seventh Circuit is that here the 
plaintiff's judgment is expressly declared nontax- 
able, whereas in Larson the Seventh Circuit sim- 
ply assumed, erroneously, that there would be no 
tax levied on plaintiff’s recovery. 

87 Direct tax credits are, of course, a well-estab- 
lished concept in the revenue laws. See IRC 1954, 
Sections 31-38. It is not suggested that a credit be 
carried back, as the Internal Revenue Service is 
strongly opposed to reopening prior years’ re- 
turns. A carryback credit is a modification that 
can be written in if Congress so desires. It has 
merit, for there may be no future taxes against 
which the credit can be applied. Some may advo- 
cate leaving the deliberate wrongdoer where he 
stands—in other words, not grant him any tax 
credit for the overpayment—but it is submitted 
that this would be a misuse of the revenue laws. 
The income tax is not a penal sanction to be ap- 
plied or withheld because of a party’s conduct in 
an unrelated sphere. See Sullivan, 356 U.S. 27 
(1958) (bookmaker allowed to deduct expenses 
of operating his business). 
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ly, for his taxes on direct receipt would 
have been more than were paid by de- 
fendant and used to reduce the judg- 
ment. Therefore, plaintiff's recovery will 
be taxed, but only for the difference 
between the taxes already paid by de- 


fendant and those plaintiff should have 
paid. It is possible to devise a simpler 
solution, but this proposal alone has the 
marked advantage of resolving the diffi- 
culty within the framework of the rev- 
enue system rather than relegating the 
parties to further litigation. 

To illustrate how the proposed solu- 
tion will operate, assume first that (1) 
defendant withholds $200,000 
plaintitff over a five-year span; (2) de- 
fendant’s five year liability thereon 
totalled $60,000; but (3) plaintiff would 
have paid only $50,000 in taxes had the 
$200,000 been paid to him directly. De- 
fendant pays plaintiff $150,000 — the 
$200,000 expropriated less the $50,000 
tax bill plaintiff would have incurred 


from 


anyway over the appropriate five-year 
span. Plaintiff is now made whole; he 
has the $150,000 net after taxes to which 
he is entitled, and the recovery is totally 
tax free. Defendant, though, now had 
disbursed $210,000 — misappropriated 
only $200,000. Temporarily, he has over- 
$10,000 ($210,000 
$200,000 expropriated), nor can he re- 


When a lease is held 


paid disbursed less 
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coup this money by deducting the judg- 
ment from other income, since this 
scheme contemplates the judgment 
being nondeductible. Accordingly, de- 
fendant is granted a direct credit of 
$10,000 against his current (or, if neces- 
sary, future) taxes, so that he neither 
gains nor suffers by the misappropria- 
Changing the facts slightly, as- 
sume now that plaintiff's tax liability 
on the misappropriated $200,000 would 
not $50,000 but $75,000— 
than the $60,000 in taxes de- 
fendant has already paid. Here, de- 
fendant’s liability is reduced by his 
prior-paid taxes, plaintiff recovering 
$140,000 balance in judgment form. 
Plaintiff, meanwhile, has recovered 
$140,000, but if he had received these 
profits directly he would have retained 
only $125,000 ($200,000 less the assumed 
$75,000 in taxes). Consequently, plaintiff 
pays $15,000 in taxes on his $140,000 re- 
leaving him the $125,000 he 
otherwise would have retained. 


tion. 


have been 


more 


covery, 


This plan, or a variation of it, is a 
proper subject for immediate Congres- 
sional action.38 ¥ 
*8 Counsel for such groups as the Authors League 
of America and the United Inventors and Scien- 
tists of America, whose membership has been most 
severely hurt by the extant rule, would be well- 
advised to study this proposal independently and 
then join in an effort to pressure some form of 
congressional action. 


to be a purchase, 


can you then elect fast depreciation? 


alg UNDER a lease with an option 
to purchase is a popular method to- 
day for business to acquire depreciable 
property, both for tax and non-tax rea- 
sons. As stated by the Ninth Circuit in 
Starr’s Estate:! 

“Yesterday's equities in personal prop- 
erty seem to have become today’s leases. 
rhis has been generated not a little by 
the circumstance that one who leases as 
a lessee usually has less trouble with the 
Federal tax collector. At least taxpayers 
think so. . . . But the lease still can go 
too far and get one into tax trouble.” 

hat is to say, the courts interpret the 
transaction as a purchase and the rent 
deduction is disallowed. However, much 
of the sting can be removed if the lessee 
can still elect accelerated depreciation. 





[Mr. Prigal, a member of the New York 
Bar, practices in New York City.] 





by ALAN PRIGAL 


The basic tax motivation of the lessee 
for this type of lease is the deduction 
of a rental—which than the 
maximum depreciation possible. Busi- 


is more 


ness advantages include use of the ma- 
chinery for a try-out period, immediate 
use with an eye to such time as con- 
tinued use is assured, and reduction or 
liabilities 
impede other financial 


elimination of balance-sheet 


which might 
transactions. 

A host of these purchase-lease situa- 
tions have gone through the courts or 
have been ruled on by the IRS.2 The 
test now applied to lessee and _ lessor 
alike is the slippery one-of “intent.” To 
aid the courts and the Commissioner in 
making this determination objective, 
economic considerations such as length 
of lease, amount of rental payment, and 
method of. calculating the option price 
are taken into consideration.3 Although 





the state of the law is far from satis- 
factory, some rough guide lines have 
emerged and at least within these limits 
some safe tax planning is possible. 

In contrast to the numerous holdings 
on whether the arrangement is a pur- 
chase or a lease, there is scant law on 
what happens after that decision is 
reached. Recent cases have indicated 
that the IRS must be consistent and 
consequently the purported lessee held 
to be a buyer will be allowed a deduc- 
tion for interest on his installment pur- 
chase if he can show an amount prop- 
erly allocable thereto.t This is some 
solace, but hardly enough. 


Depreciation elections 


Depreciation will, of course, subse- 
quently be allowed the taxpayer since he 
is now considered to be the owner, but 
mechanical difficulties 
stumbling block to the use of any but 
the straight line method. Regulations 
Section 1.167(c)—1l(c) provides: 


‘ 


may present a 


the methods of computing the 
allowance for depreciation specified in 
section 167 (b)(2), (3), and (4) [acceler- 
ated depreciation] may be adopted with- 
out permission and no formal election 
is required. In order for a taxpayer to 
. he need 
thereon 
under any of these methods for any tax- 
able year ending after 12/31/53 in 
which the property may first be depre- 
ciated by him.” (Emphasis added.) 

A similar provision exists with re- 
spect to the additional first year de- 
added by the Technical 
Amendment Act of 1958. Section 179(a) 
“the 
first taxable year for which a deduction 
is allowable under Section 167 to the 
taxpayer with respect to such property.” 


elect to use these methods. . 


only compute depreciation 


preciation 


allows a bonus depreciation for 


The crux of the matter is that the 
period for depreciation begins when the 
asset is placed in service,> so when the 
lease is finally held to be a purchase the 
time within which accelerated deprecia- 
tion mav be elected without consent has 
long since past. It must be kept in mind 
that if the taxpayer fails for some rea- 
son to claim depreciation, it is assumed 
that the straight line method was used 
for those years. Regulations Section 
1.1016-3(a)(2) provides that “If the tax- 
payer has not taken a depreciation de- 
duction either in the taxable year or 
for any prior taxable year, adjustments 
to basis of the property for depreciation 
allowable shall be determined by using 
the straight-line method of deprecia- 
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tion.” Furthermore, a change in de- 
preciation method (except from declin- 
ing balance to straight line) requires the 
Commissioner's consent.® 


Western Contracting 


Apparently the only purchase-lease 
lease case to discuss the depreciation 
issue in any detail is Western Contract- 
ing Corp., a memorandum decision of 
the Tax Court.7 It dealt with the 1939 
Code (which had no express provision 
for accelerated depreciation) and was 
reversed by the circuit court on the 
lease or purchase issue.8 For these two 
reasons the case is not a reliable au- 
thority, but it is interesting nevertheless 
to note the attitude of the IRS and the 
reasoning of the court on the deprecia- 
tion question which was extensively 
argued. 

The years before the court were 1948 
and 1949 only. Of the 98 pieces of heavy 
construction equipment leased by the 
taxpayer, 40 were leased in 1945 through 
1947 and the balance in 1948 and 1949. 
In determining the deficiency, the Com- 
missioner capitalized the “rent” pay- 
ments but allowed depreciation, on the 
straight line method, from the date the 
respective leases were executed. 

At trial, the taxpayer lost the conten- 
tion that the deal was a lease but argued 
in the alternative for accelerated depre- 
ciation. The holding, rendered moot by 
the higher court’s reversal, was that the 
burden of proof required by the Regu- 
lations was not sustained. The court 
noted that the taxpayer had consistently 
used the straight line method for all 
outright, 
equipment similar to that leased, that 
no request had been made for a change 


property owned including 


in depreciation method, and that there 
was no showing that the useful life of 
the property had been shortened. 

Two features of this case are impor- 
tant. The first is that the IRS allowed 
depreciation as of the earliest possible 
date.® The second is that the courts will 
give some consideration to the taxpayer's 
methods of depreciation used for his 
other property, especially of a_ type 
similar to the property in issue. 

The lessee’s dilemma can be resolved 
easily enough before the transaction is 
ever entered into by requesting a rul- 
ing that the proposed transaction is in- 
deed a lease. However, this procedure 
may be undesirable or impractical for 
a variety of reasons. 

Another approach is to take the rent 
deduction on the return but file with it 


an alternative election to take accel- 
erated depreciation. Aside from the 
more subtle difficulty of whether the 
election in that form will be effective, 
this course of action is tantamount to 
an engraved invitation to the Service to 
come in and have a good, long look. 
Unless the taxpayer is exceptionally sure 
of his grounds, he is only asking for 
trouble; and if he is that sure he should 
not feel the need to file an alternative 
election. 


Arguments for election 

Several theories can be advanced in 
support of the lessee’s right to retro- 
actively elect accelerated depreciation 
when the purported lease is subsequent- 
ly held to be a sale or conditional sale 
to him. 

Analogizing the lessee-purchaser’s be- 
lated election to use a method of ac- 
celerated depreciation with the _ lessor- 
seller’s belated election to use the in- 
stallment method of reporting is in- 
conclusive. Scales!© considered the les- 
sor’s end of a _ lease-turned-into-a-sale. 
No election was made on the return as 
the proceeds simply were reported as 
rental income. The taxpayer was allowed 
the benefits of the 1939 Code counter- 
part to Section 453, the circuit court con- 
cluding: 

“The failure of the taxpayer ‘to adopt 
fruitless ritualistic measures’ should not 
foreclose the allowance to her of all law- 
ful benefits to which she was entitled 
under the statute.” 

In view of the fact that the election 
required to use the installment method 
is slightly more specific than that relat- 
ing to accelerated depreciation, it would 
seem that the lessee’s would be an a 
fortiori case. 

Unfortunately, agreement on what is 
real and substantial and what only 
ritualistic can rarely be had; at least 
one other circuit, in a case not on all 
fours, has indicated that it will not fol- 
low Scales.11 The Tax Court also has 
stated that it will respectfully decline 
to follow that liberal rule.12 Therefore, 


1 Starr’s Estate, 274 F.2d 294 (CA-9, 1959). 
2 Some of the more recent decisions include: Beus, 
261 F.2d 176 (CA-9. 1958); Breece Veneer & Panel 
Co., 232 F.2d 319 (CA-7, 1956); Lester, 32 TC 711 
(1959); and Alexander, 17 TCM 221 (1958). 


8 Chicago Stoker Corp., 14 TC 441 (1956); Rev. 


Rul. 55-540, 1955-2 CB 39. Cf. Benton, 197 F.2d 745 
(CA-5, 1952); Ocesterreich, 226 F.2d 798 (CA-9, 
1955). 

4 Wilshire Holding Corporation, 262 F.2d 51 (CA- 
9, 1958); Starr’s Estate, 274 F.2d 294 (CA-9, 
1959). ’ 

5 Regs. Section 1.167(a)-10(b). 

®IRC Section 167(e); Regs. Section 1.167(e)-1 
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whether use of this theory is practical 
depends upon the taxpayer’s judicial 
circuit. 

Another avenue, available to all tax- 
payers, may be contained in the Regula- 
tions themselves. Section 1.167(a)—(10) 
(a) states: 

“A taxpayer should deduct the proper 
depreciation allowance each year and 
may not increase his depreciation al- 
lowance in later years by reason of his 
failure to deduct any depreciation al- 
lowance or of his action in deducting an 
allowance plainly inadequate under the 
known facts in prior years. The in- 
adequacy of the depreciation allowance 
for property in prior years shall be de- 
termined on the basis of the allowable 
method of depreciation used by the tax- 
payer for such property or under the 
straight line method if no allowance 
has ever been claimed for such property. 
The preceding sentence shall not be 
construed as precluding application of 
any method provided in section 167(b) 
if taxpayer’s failure to claim any allow- 
ance for depreciation was due solely to 
erroneously treating as a deductible ex- 
pense an item properly chargeable to 
capital account. .. .” This last sentence 
could be the lessee’s best hope. 

This portion of the Regulations ap- 
parently allows retroactive election in 
certain circumstances. It undoubtedly 
was designed to cover cases such as the 
expensing of repairs which should have 
been capitalized. Does this mean there 
is implied in this rule that the depre- 
ciation method must previously have 
been elected and that the retroactivity 
applies only to the amount of the de- 
duction? It would seem not. The use of 
the phrase “failure to claim any allow- 
ance” in the last sentence is not the 
same as “failure to claim the proper 
allowance.” Further, if the phrase used 
was intended to include only the failure 
to claim the allowance as to that part 
of the total capital cost which was 
erroneously ‘deducted, that -could ‘have 
been stated easily enough. 

Does the lessee fit the situation de- 


(a). 

717 TCM 371 (1958). 

8 Western Contracting Corporation, 271 F.2d 694 
(1959). 

® This was also apparently the procedure in Starr’s 
Estate, 30 TC 856 (1958). In Irby, 30 TC 1166 
(1958), depreciation was allowed in the years be- 
fore the court but the opinion does not mention the 
method used or whether the allowance was grant- 
ed for earlier years. 

10 211 F.2d 133 (CA-6, 1954). 

11 Jacobs, 224 F.2d 412 (CA-9, 1955). 

12 Jreland, 32 TC 994 (1959); Hornberger, 19 TCM 
219 (1960). 
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scribed? A literal interpretation would 
The failure to 


take any depreciation was due solely to 


indicate . that he , does. 
erroneously treating the transaction as a 
with the result that the rental 
deducted they 


lease 
when 
should have been capitalized. 


payments were 

However, a troublesome problem re- 
mains. A possible interpretation is that 
the Regulation requires that the amount 
to be capitalized be the same as that 
erroneously the typical 
rental with option to purchase this can 


deducted. In 


never be the case because the amount 
to be capitalized will exceed the “rent” 
deducted as of a given date. But this 
view should be rejected. If carried to 
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its logical conclusion it leads to the 
absurd result of allowing the lessee de- 
preciation based on his rental payments 
to the time. of the holding that the 
lease was a purchase. 

Finally, some hope may lie with the 
depreciation policy of the new adminis- 
tration in Washington. Several pro- 
nouncements have been issued favoring 
more liberal depreciation to stimulate 
the economy. This may have the effect 
of prodding the IRS into a favorable 
interpretation of the Regulation dis- 
cussed above and also into granting per- 
mission to these lessees to change the 
depreciation method chosen for them to 
one of the accelerated methods. w 


Kennedy’s proposed credit for new 


plant raises storm in 


Amare the tax allowance for in- 
vestment in new plant was present- 
ed by President Kennedy as a benefit to 
the taxpayer and a balance to the loop- 
hole closing he was urging in the same 
message, business doesn’t regard the 
idea as sugar-coating at all. Even before 
the President’s message was delivered, 
business groups were busy pointing out 
the flaws in the idea. As we go to press 
dozens of representatives of business and 
industry are presenting their views to 
the House Ways and Means Committee. 
Many members of the committee showed 
by their interrogation of Secretary of 
the Treasury Dillon that they were less 
than enthusiastic about the proposal. 
The tenor of their comments seemed to 
be “Here we are purporting to give in- 
dustry a doesn’t 


want it.” Representative Curtis (R., Mo.) 


benefit but industry 


was among those particularly critical of 
the idea. He laid special emphasis on 
the failure of the plan to provide any 
help for distributive industries. 

The President’s message to Congress 
contained some modifications of the tax 
incentive idea that had been discussed 
widely ever since the Surrey Task Force 
report (never publicly released) was re- 
ported to have urged such a scheme. Un- 
doubtedly because of criticism that a 
flat 


depreciation 


credit for investment in excess of 


allowances would favor 


rapidly growing industries, especially 


public utilities, and would offer no in- 
centive to small firms in need of modern- 
ization, the President’s message proposed 
(1) a tax credit of 15% of all new plant 


) 


and equipment expenditures in excess 


Congress 


of current depreciation allowances; (2) 
a tax credit of 6% of such expenditures 
which are more than 50% but less than 
100%, of current depreciation allow- 
ances; and (3) a minimum credit of 10% 
on the first $5,000 of new investment. 
This credit would be applied against the 
income tax liability up to an overall 
limit of 30% of the tax. It would be 
available to individuals, partnerships, 
etc., as well as to corporations and would 
apply to investments made after January 
1, 1961. It would apply to new plant and 
equipment only and could not be used 
for life of less than 
years. Public utilities would be excluded 
as would investment in residential con- 
struction. 


items with a six 


In explaining why he recommended 
this tax credit rather than higher de- 
preciation rates, President Kennedy said 
that he thought it unwise to upset de- 
preciation methods (now under long- 
range study by the Treasury) particular- 
ly since tax depreciation tends to be 
used on the books and so to influence 
that 
higher initial depreciation effects mere- 
ly a shift between years; lower allow- 
ances in later years compensate for it. 
However, the tax credit is entirely sep- 
arate from depreciation; it is in effect a 


prices. Furthermore, he noted 


cut in tax rates allowed to specified tax- 
payers. 


Safeguards against abuse 


When the idea of an investment credit 
first publicized, 
pointed out that a simple allowance for 
investment in excess of depreciation 


was business groups 





could be abused. To meet these criti- 


cisms the technical recommendations 
presented by Secretary Dillon at the 
hearings included provisions for a carry- 
over of unused credits, safeguards against 
use of multiple corporations, and new 
recapture rules. 

To protect taxpayers that normally 
have fluctuating outlays for new equip- 
ment and prevent artificial 
bunching, unused credits could be car- 
ried forward for five years (though the 
30% rule would apply in any one year). 
Any deficiency in expenditures below 
the depreciation allowance would be re- 
quired to be carried and 
charged against the base in future years. 


also to 


forward 


To prevent the build up of an insuper- 
able barrier to ever qualifying for the 
credit the deficiency carryforward is re- 
quired for only five years. 

The Secretary of the Treasury also 
asked that he be given power to cope 
with the formation of multiple corpora- 
tions and with possible diversion of ex- 
penditures to affiliates with little or no 
depreciation allowance. He asked that 
he be authorized to require consolidated 
reports not only in cases of abuse but 
also whenever appropriate to provide 
a consistent comparison of depreciation 
and investment. Consolidation for this 
purpose would not affect normal income 
tax accounting. 

To encourage modernization the plan 
would not require that proceeds of sale 
of equipment be added to the deprecia- 
tion base. As a safeguard against quick 
turn reversal of 
the credit would be required if assets for 


over of new assets, a 
which a credit was allowed, are disposed 
of within six years. 


Capital gains on sales 

As expected the President’s message 
urged the end to Section 1231 capital 
gains on sales of depreciable assets. He 
pointed out that the advantages in this 
treatment have increased as de- 
preciation rates have been liberalized 
and he thought it unwise to: offer in- 
centives for further 


been 


investment which 
would reap this benefit. 

Secretary Dillon also recommended 
that income be recognized on the dispo- 
sition of depreciable property whenever 
the recipient receives an increase in 
basis. The example stressed by the Sec- 
retary was the distribution in liquida- 
had been de- 
preciated by its corporate owner to be- 
low fair market value. The Secretary 
asked that income be recognized to the 


tion of an asset which 
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corporation in an amount equal to the 
overdepreciation. 

President Kennedy's message con- 
tained one paragraph which attracted 
particular interest among accountants, 
though it made no specific proposal for 
legislation. He said flatly that manipu- 
inventories become a 
frequent method of avoiding taxes. Cur- 
rent laws and regulations generally per- 
mit the use of inventory methods which 
are acceptable in recognized accounting 


lation of “has 


practice. Deviations from these methods, 
which are not always easy to detect dur- 
tax returns, can 
often lead to complete nonpayment of 


ing examination of 


taxes until the inventories are liqui- 
dated; and for some taxpayers, this 
represents permanent tax reduction. The 
understating of the valuation of inven- 
tories is the device most frequently used. 

President Kennedy said that he had 
directed the Internal Revenue Service 
to give increasing attention to this area 
of tax avoidance, through a stepped-up 
emphasis on both the verification of the 
amounts reported as inventories and as 
examination of methods used in arriv- 
ing at their reported valuation. 

In his testimony before the Ways and 
Means Committee, Secretary Dillon said 
that consideration was being given to 
requiring additional information on tax 
He said that 


taxpayers might be asked to report the 


returns about inventories. 





CAPITAL GAINS 


Payment for release from obligation to 
pay yearly rental is income to recipient. 
laxpayer had a contractual right for 
999 years to receive $2,000 yearly from 
a corporation in consideration of its re- 
ciprocal obligation to furnish water ade- 
quate to produce 200 horsepower. A 
payment by the corporation of $25,000 
to taxpayer for termination of its obli- 
gation to pay the $2,000 annual “rental” 
is treated as ordinary income. The court 
finds the original contract created a 
long term lease arrangement. Accord- 
ingly, the payment of a lump sum to be 
released therefrom is essentially a sub- 
stitute for what would otherwise be re- 
ceived at a future time as ordinary in- 
come. Spray Water and Land 
Co., TCM 1961-73. 


Powe 


Insurance agent’s contract expirations 
are a capital asset. An insurance agent 


New accounting decisions this month — 


cost of the closing inventory and show 
separately the amount of the adjustment 
to market. Information might be re- 
quired on how market value was deter- 
mined. Taxpayers might also be asked to 
state who took the inventory (whether 
the management alone or a CPA) and 
what procedures were taken to insure a 
correct count. 


Hearings 

Hearings before the Ways & Means 
Committee began on May 3, at which 
time government witnesses, principally 
Secretary Dillon, testified. Industry 
representatives commenced their testi- 
mony on May 8; they are scheduled to 
continue through June 9. The list of 
those scheduled to testify includes the 
AICPA, Machinery and Allied Products 
Institute, many trade associations, and 
well-known lawyers and professors. 


Time applicable 


It was suggested that new legislation 
take effect as of January 1, 1961 to 
discourage foot-dragging on new equip- 
ment purchases until a new law is en- 
acted. This suggestion appears to be 
very wise; in view of the opposition of 
much of business and the hesitancy of 
Congress to adopt a brand new idea, 
political observers do not expect to see 
a new law before the end of the sum- 
mer. 


upon resigning from an insurance part- 
nership sold his interest to the remain- 
ing partners for $12,500. His interest 
consisted primarily of his customers’ list 
and the exclusive right to write such 
customers’ insurance in the future. He 
transferred his records, called ‘‘dailies”’, 
pertaining to the policies which he had 
This 


newals and servicing the policies, con- 


sold. information, used for re- 
sisted of such things as the beginning 
and expiration dates of the policy, the 
type of insurance and the coverage. The 
court holds the total consideration of 
12,500 was received from the sale of a 
capital asset, and no part of such price 
could be attributable to a covenant not 
to compete. Killian, TCM 1961-83. 

Patent agreements were licenses, not 
sales. Taxpayer corporation entered into 
patent agreements with another ‘com- 
pany (in form licensing agreements, call‘ 
ing for “royalty” payments.) Taxpayer 
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had been reporting the receipt of the 
payments as royalty and ordinary in- 
come, but now, to avoid personal hold- 
ing company status, contends the agree- 
ments were assignments and the pro- 
ceeds received under them were proceeds 
from the sale of capital assets. The 
court finds the intended license contracts 
contain numerous restrictions and limi- 
tations on the grant, and provisions for 
the licensor to retain rights in the patent 
—all inconsistent with any intention to 
transfer the patents. Amounts received 
under the patents constitute royalties 
and are personal holding income. Redler 
Conveyor Co., TCM 1961-82. 


Subfranchise were not 


arrangements 
sales; control was reserved. Taxpayers 
acquired state-wide territorial franchises 
for Dairy Queen machines. They in turn 
“sold” these 
states. The Tax Court rejects taxpayers’ 


county franchises within 
claim for capital gain. The many re- 
strictions and controls reserved by the 
taxpayers in the agreements negated the 
idea of sale. The proceeds are in the 
nature of royalties from a license rather 
than capital gains from sale of assets. 
Moberg, 35 TC No. 89. 


The tax- 
payer-corporation owned certain patents 


Contract created a license. 
in connection with the construction and 
operation of parking units. It entered 
into various contracts for franchising 
parking establishments under its trade 
name. The corporation made no grant 
of any interest in the patent and re- 
served the right to construct the eleva- 
tor portion of the unit. Following 
Schmitt, (271 F.2d 301) (1959), the court 
construes the contract as merely the 
issuance of a license and denies capital 
gains treatment on the franchise sales. 
Pigeon-Hole Parking, Inc., DC Wash., 
2/16/61. 


Sale of equipment was really a lease; 
capital gain denied. Taxpayers leased 
certain movie theatres they owned and 
purported to sell the equipment in the 
theatres to the lessee. The court con- 
siders the sale of the equipment in re- 
ality a leasing, and denies capital gain 
treatment. This conclusion is based upon 
the ground that taxpayer retained an 
option to “repurchase” the equipment 
at the termination of the building lease; 
taxpayer was obligated to carry insur- 
ance not only on the buildings but on 
the equipment as well; the purchase 
price of the equipment was evidenced 
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by unsecured non-interest bearing notes; 
and the building lessee was required 
to maintain the equipment which it 
had purchased in good 
operating condition. The court holds 
further that the non-interest bearing 
notes received in the transaction had no 


purportedly 


fair market value and that they were 
not the equivalent of cash in the year 
of their receipt. Meiselman, TCM 1961- 
90. 


No capital gains on sales of dirt. Tax- 
payers entered into contracts giving con- 
struction contractors the right to remove 
surplus soil from their land at a stated 
price per cubic yard. Taxpayers claim 
the income from the contracts was capi- 
tal gain. The court disagrees. This was 
not a sale of dirt in place; the contracts 
themselves did not effect a complete 
and immediate conveyance of the prop- 
erty involved. They were only agree- 
ments to sell dirt as the contractors re- 
moved it from the land. Green, 35 TC 
No. 111. 


Profit from sale of earth fill as ex- 
tracted is ordinary income. Taxpayer 
agreed to sell earth fill from time to 
time as it was extracted and removed at 
a stipulated price per cubic yard. Prior 
taxpayer remained the 
owner of the fill. The court holds tax- 
payer did not sell earth fill “in place”, 
a capital asset. The sale, therefore, did 
not represent a sale of a portion of the 


to extraction, 


real estate, and the payments received 
were taxable as ordinary income. Land- 
enslager, TCM 1961-85. 

Retirement of an investment certificate 
yields ordinary income. In 1941, the 
taxpayer acquired two investment con- 
tracts from Investor’s Syndicate. In each 
contract, the taxpayer promised to pay 
Investor’s Syndicate $650 per year for 
fifteen total of $9,750. In- 
vestor’s Syndicate, in turn, promised to 
pay to the taxpayer $12,500 at the end 
of fifteen years. When the company’s 


yeal S ora 


obligation matured in 1956, it paid to 
the taxpayer the agreed total of $25,- 
000 on the investment contracts, 
plus $2,360.96 as additional credits. The 
taxpayer computed and paid a tax on 
his profit as capital gain. The district 
court followed Caulkins, (144 Fed. 2d 
412), permitting the taxpayer to treat 
the profit as capital gain. This court re- 
verses, refusing to follow the Sixth Cir- 
cuit’s decision in the Caulkins case and 
prefering the decision of the Ninth 


two 
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Circuit in Morgan, (272 Fed. 2d 936). 
This court says that the difference be- 
tween the amount paid for the con- 
tracts and the larger sum agreed to be 
paid to the taxpayer was essentially the 
same as the original issue discount on a 
bond and that the character of the 
profit was similar to a sum paid for the 
use or detention of money. Rosen, CA-3, 


3/24/61. 


Payment for relinquishment of registry 
right is ordinary income. The Maritime 
Commission had a policy of allowing 
owners of Liberty vessels to transfer one 
vessel to foreign registry for each vessel 
retained under U. S. registry. Taxpayer 
relinquished its right to transfer four 
vessels to foreign registry and received 
payment from owners of other vessels 
who were then accorded the right. The 
court holds the payment is ordinary in- 
come rather than capital gain. While 
conceding that taxpayer had a property 
right the court found it was not “prop- 
erty” as that term is used in Section 
1231. Furthermore, taxpayer’s covenant 
to forbear exercise of its right was not a 
“sale or exchange” of property. Weyer- 
haeuser Steamship Co., DC Wash., 3 

17/61. 


*Ordinary income on sales of mortgage 
servicing contracts and insurance re- 
newal rights. Taxpayers, a mortgage 
company and a realty company, were 
owned by the same interests. The mort- 
gage company made loans on improved 
real estate, and the realty company 
wrote the insurance required under the 
mortgage, although there was no re- 
quirement that the mortgagors procure 
the insurance through the realty com- 
pany. The mortgage company sold some 
of the loans to various insurance com- 
panies and serviced the mortgages sold 
(primarily and _ remitting 
mortgage payments) for a fee based on 
the balance of the loan outstanding. In 
1955 the mortgage company sold the 
rights to service all mortgages then 
serviced for a particular insurance com- 
pany, and in a separate agreement. The 
realty company agreed not to compete 
in seeking renewals of insurance poli- 
cies covered by the mortgages so sold. 
Tax payers reported both transactions 
as sales of capital assets. The court holds 
that no capital asset was sold in either 
situation and that both transactions re- 
sulted in ordinary income. The sale 
of the service contract was merely the 
transfer of the contingent right to earn 


collection 


future compensation and the amounts 


received from the insurance transactions 
were payments for the realty company’s 
covenant not to compete in seeking re- 
newals. The court distinguishes the in- 
surance transaction from Aitken (35 TC 
No. 29) which allowed an insurance sub- 
agent capital gains on the sale of in- 
surance “expirations’” holding that 
there, taxpayer sold valuable informa- 
tion (a capital asset) pertaining to the 
policies, while here there was no such 
sale since the purchaser already had all 
the necessary renewal information. Nel- 
son Weaver Realty Co., 35 TC No. 104. 


Apartment houses were held primarily 
for sale. In 1948, the taxpayers organ- 
ized a corporation to construct and sell 
homes. In 1950, the taxpayers formed 
a partnership in which they each held 
a 50% interest. The partnership ac- 
quired and sold seven parcels of land, 
four of which were the subject of this 
controversy. Only one of the seven 
properties was improved when acquired, 
the remaining six properties being un- 
improved lots. One lot was sold to 
the controlled corporation which, in 
turn, constructed an apartment building 
on the land and the taxpayers subse- 
quently sold the stock. The gain on this 
sale was taxed as ordinary income as 
the sale of the stock of a collapsible 
corporation. This transaction was not in 
dispute. The partnership commenced 
and completed construction of an eight- 
family apartment building on each of 
the remaining five lots. The sale of one 
of the apartment buildings occurred 
within six months after acquisition so as 
to create a short-term capital gain. The 
gain from the sale of the other four 
lots after completion of improvements 
was reported as long-term capital gain. 
The taxpayers testified that their pur- 
pose in buying the lots and improving 
them was to acquire investment prop- 
erty. The sale of the improved prop- 
erties in 1953 was attributed to the fact 
that one of the partners became ill in 
late 1952 and was unable to continue 
his personal management of the prop- 
erties. The Tax Court, however, did not 
believe the testimony of the taxpayers, 
stating that the taxpayers’ explanation 
for the sales was “indefinite as to time 
and details and is uncorroborated by 
other evidence.” Further, the Tax Court 
said there was medical evidence 
concerning illness, when it occurred, 


“no 


how it incapacitated one of the part- 


ners, or how long it lasted”. This court 
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affirms the Tax Court decision. Evidence 
in the record supports the findings of 
the Tax Court that the properties were 
held primarily for sale to customers in 
the ordinary course of a trade or busi- 
ness. Carlson, CA-7, 3/20/61. 


DEPRECIATION 


Can’t amortize amounts allocated to 
purchase of contracts with customers. 
Bankers Development Corporation had 
developed a system for the sale of bank 
checks known as Thrifticheck Service 
Plan. It this 
contract to commercial banks through- 
out the country. The contracts provided, 
generally, that each member bank would 


furnished service under 


pay Bankers for each account opened 
under the Plan, plus an amount for each 
check thereafter sold by the bank to its 
furnish all 
necessary material and servicing. Each 


customers; Bankers was to 
contract was for a term of five years. 
The taxpayer corporation purchased all 
of Bankers for $337,503.93. 
Schedules to the contract allocated $290,- 


the assets 


818.61 of the purchase price to the con- 
tracts with customer commercial banks. 
fhe Tax Court denied to the taxpayer- 
corporation any amortization of the sum 
allocated the 200 
The evidence showed 


customer contracts. 
that at the date 
of the hearing in April of 1959, thirty- 
five of the 200 contracts had been can- 
celled and sixty-eight renegotiated at 
a lower price. During the period from 
1953 to 1959, 225 


been made, twelve of which had been 


new contracts had 
cancelled. This court holds, on the basis 
of United States Industrial Alcohol Co. 
v. Helvering, (137 F.2d 511) (1943) that 
a deduction 


cannot be taken _ for 


customer contracts 
when it is likely that they will be re- 
newed. In addition, the court points out 


amounts paid for 


that the combination of provisions for 
automatic 
renewals with the history and prospect 


premature cancellation and 


of relations continuing beyond the 
initial and first renewal terms precluded 
any reasonable determination of a 
period for amortizing the amount paid 
for the customer contracts. Thrifticheck 


Service Corp., CA-2, 2/16/61. 
ACCOUNTING METHODS 


Accruing real estate taxes on lien date 
did not reflect income. Taxpayer main- 
tained its books and records and filed 
its tax returns on the accrual basis of 
accounting. On December 31, 1946, tax- 


payer filed a Federal income tax return 
on a calendar year basis, but on March 
6, 1947, received permission to file on a 
fiscal year basis. In a short return for 
the period from January 1, 1947 through 
April 30, 1947, the taxpayer deducted 
that portion of the estimated annual 
tax which allocable to the four 
month period recovered by the return. 
In the returns for the fiscal years ended 
April 30, 1948 and April 30, 1949, the 
taxpayer deducted the entire amount 


was 


of the taxes assessed during those years. 
Massachusetts law, 
the entire amount of the city real estate 


In accordance with 


taxes were assessed to the taxpayer as 
of January 1 of each year and became a 
lien on the property on that date. This 
court holds that taxpayer’s method did 
not clearly reflect income. The real 
estate taxes for the fiscal years 1948 and 
1949 should have been apportioned on 
a 4/12ths and 8/12ths basis, i.e., the 
return for fiscal year ended April 30, 
1948, should reflect 8/12ths of the 1947 
4/12ths of the 1948 
assessment in order to reflect the amount 
attributable to each fiscal year. Post 
Office Square Co., DC Mass., 1/30/61. 


assessment and 


Short sale is not completed until cov- 
ered; delivery of shares is not consum- 
mation. After holding stock for 
six months, taxpayer sold 
November 27 at a price lower than her 


over 
short on 


cost of the stock held. On the same day 
she purchased identical stock and de- 
posited her long shares as collateral. On 
December 30 she covered the short sale 
by delivering the stock held as collateral. 
The Tax Court held the short sale of 
the stock comes within the 
rules to bar deductibility of the loss, 
even though she did not deliver to cover 


wash sale 


the short sale until December 30 (more 
than 30 days after the short sale). This 
court reverses. The lower court's theory 
that a disposition occurred by the de- 
livery of the stock to the broker as 
collateral for the purchase, with instruc- 
tions that it can be used subsequently to 
cover the short sale, is contrary to ac- 
cepted practice. The common usage in 
brokerage circles is that a short sale is 
completed only when covered, in this 
case, more than 30 days lated. Doyle, 
2/8/61. 


Portion of legal expense allocable to 
securing taxable income determined and 
allowed. The taxpayer, in 1946, incurred 
legal expenses in the amount of $33,139 
in recovering (1) $97,840.00 in real estate 
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taxes paid during the period from 1940 
to. 1945; (2) $11,916.26 interest on those 
taxes; and (3) for securing an abatement 
of $16,806.00 of real estate taxes for the 
year 1946. The 
as a deduction only that portion of the 
legal fee attributable to items (2) and 
(3). He disallowed the remainder of the 
deduction on the ground that it is al- 
locable to 


Commissioner allowed 


one or more classes of in- 
come which were exempt from the in- 
come tax. The taxpayer had claimed 
that the refund was not taxable since 
deduction gave it no tax benefit. How- 
ever, since this court also found that a 
portion of the $97,840.00 of taxes re- 
covered had resulted in tax benefit and 
was not wholly exempt, the deduction 
is redetermined and the portion al- 
locable to the amount of the refund of 
real estate tax income is 
allowed as a deduction. Posi Office 
Square Co., DC Mass., 1/30/61. 


included in 


Title abstracts purchased by title search 
company are not deductible. Taxpayer's 
business was searching real estate titles 
on the basis of which it would obtain 
title insurance policies for its clients. 
Taxpayer followed the practice of pur- 
chasing from outsiders a_ substantial 
number of previously prepared title re- 
ports. They were kept in taxpayer’s files 
until a client became interested in the 
property, at which time the purchased 
report would be brought up to date and 
used to obtain the insurance. Prior to 
1952 taxpayer charged the cost to an 
asset account. For 1952 and later years, 
taxpayer deducted the cost of the pur- 
chased reports as an ordinary and neces- 
sary business expense. The Tax Court 
disallowed the deduction and this court 
affirms. The useful life of the reports 
extended beyond the year of purchase 
and they represented additions to tax- 
payer's title “plant.” Bay Counties Title 
Guaranty Co., CA-9, 3/14/61. 


Listing yacht for sale doesn’t convert it 
to income producing property. Tax- 
payer had a yacht built for her in 1931 
$1,225,000. 
times used for pleasure. Late in 1950, 


at a cost of It was at all 
taxpayer decided to sell it. Accordingly, 
it was decommissioned, the crew was let 
go, taxpayer’s personal possessions were 
removed, and the yacht was listed for 
sale with several brokers, at a price less 
than the cost. Sale was effected in 1955. 
The yacht was not chartered in the in- 
terim period. The Tax Court denies de- 
ductions for depreciation and mainten- 
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ance expenses for 1952 through 1955. 
the yacht for sale does 


into income producing 


Merely listing 
not convert it 
property. The court also considers ma- 
terial the fact that the cost of the yacht 
was so great that no gain could be 


realized on its sale. Post, 35 TC No. 97. 


customer to 
acquire stock of another company not 


Expenditures to assist 
deductible. The taxpayer was engaged 
in the business of providing sales and 
management services to paper manufac- 
turing corporations. It expended large 
and non-recurring sums for financial, 
legal, accounting, traveling, and other 
charges in order to assist two of its cus- 
tomers to acquire the stock of another 
company. This court holds, affirming 
the district court, that the expendi- 
tures are not deductible as ordinary and 
necessary business expenses in the year 
of payment and should be capitalized. 
It reasons that the expenditures by the 
return 
substantially beyond the fiscal year in 


taxpayer will economic benefits 
which they were incurred. The expenses 
in question might be “necessary,” but 


they were not “ordinary.” Mountain 


Paper Products Corp., CA-2, 3/14/61. 


Replacing heating system a capital ex- 
penditure. A cost of $730 incurred in 
installing a hot-air gas furnace to re- 
place a worn out coal burning furnace 
in rented property is considered a capi- 
tal improvement rather than a deduc- 
tible repair. Boddie, TCM 1961-72. 


Lobbying expenses disallowed. ‘Taxpayer 
published a newspaper. A tax bill was 
pending in the state legislature that he 
feared would adversely affect the busi- 
ness in his area. He, therefore, expended 
a considerable sum in lobbying against 
the bill. The Tax Court disallowed the 
deduction, and the 8th circuit affirmed. 
The benefit to him was too remote, and 
in any event the court approved the 
Treasury regulation disallowing lobby- 
ing expenses. Washburn, cert. den., 3 
30/61. 


Fees to perfect title to property are 
capital expenditures. Legal fees and 
engineering fees incurred by taxpayer 
to perfect title to minerals, and to cancel 
a lease in order to quiet title, 


are con- 


sidered capital expenditures and not 


expenses for the management, conserva- 
tion or maintenance of income produc- 
ing property. Also fees to draw up a 
lease and to survey the land in connec- 
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tion with the lease acquisition are con- 
sidered as capital expenditures. Tax- 
payer’s argument that he had no guar- 
antee that he would receive any rental 
12 months after the granting of the 
lease is considered as having no merit 
since he acquired a contract from which 
income may be derived in the future. 
H, wever, legal fees for conferences re- 
lating to the administration of income 
producing property are held to be de- 
ductible. Bourg, TCM 1961-95. 


xExpenses in excess of sales price dis- 
allowed. Taxpayer, a non-exempt mu- 
tual water company organized as a non- 
profit organization to supply water to 
its members at cost, had substantial in- 
come oil royalties and 
sources. Taxpayer would offset this in- 
come by charging its members a water 
rate lower than its cost for the water 
with the result that taxpayer never re- 
ported taxable income. The majority 
of the court holds, with two concurring 
opinions and four dissents, that tax- 
payer’s water costs or expenses incurred 
in the distribution of water to its share- 
holders are not deductible as ordinary 


from other 


and necessary business expenses to the 
extent that they exceed the revenue re- 
ceived from the sale of water; what 
might in other circumstances be an or- 
dinary and necessary expense is here 
merely a device for distributing unre- 
lated taxable income. Anaheim 


Water Co., 35 TC No. 112. 


Union 


BAD DEBTS 


Business bad debt denied; taxpayer was 
not a dealer in corporations. The fact 
that taxpayer organized several corpo- 
rations and lent them money did not 
per se put him in the business of pro- 
moting, organizing, forming, managing, 
and financing business enterprises. Ac- 
cordingly business bad debt deductions 
are denied for advances to a corporation 
and for payments as endorser of its 
notes. Smith, TCM 1961-91. 


Bad debt allowed in full on debtor’s 
liquidation though inability to pay in 
full had been foreseen. Taxpayer's pre- 
decessor advanced $1,700,000 to a wholly 
owned subsidiary. During the bank- 
ruptcy reorganization from which tax- 
payer emerged, the subsidiary’s assets 
were sold for $30,000. The court holds 
that taxpayer may deduct the difference 
as a bad debt loss in the year of the 
sale of the subsidiary’s assets. The ad- 


vances were loans, not capital contribu- 
tions. While, admittedly, the greater 
part of the debt had become worthless 
prior to the sale of the subsidiary’s 
assets, a taxpayer has the option of 
either taking a partial bad debt loss as 
it occurs or waiting until some future 
event fixes the amount of the total loss. 
Los Angeles Shipbuilding & Drydock 
Corp., CA-9, 3/22/61. 


Reserves for bad debts determined for 
agricultural associations. The Commis- 
sioner disallowed the deduction claimed 
by each of several associations for addi- 
tions to reserves for bad debts. The 
casts are consolidated. The associations 
were organized for the purpose of pro- 
viding a source of agricultural credit. 
The Federal agency responsible for the 
supervision of these associations recom- 
mended that the associations build a 
reserve of from 3% to 6% of the out- 
standing loans and that they build these 
reserves over a period of time. Later, 
reserves between 5% to 10% of out- 
standing loans were recommended. In 
all of the cases where the reserves were 
under 3%, this court holds that the 
Commissioner acted unreasonably and 
abused his discretion in disallowing the 
additions made by the associations to 
reserves for bad debts. In the case of 
one of the taxpayers, however, where the 
reserve was in excess of 3% and was con- 
siderably more than the other associa- 
tions, the court said that it had not 
decided on the exact amount of reserve 
for bad debts to be allowed for that 
association. Sterling Production Credit 
Ass’n., et al, DC Col., 3/7/61. 


Lack of proof of worthlessness of debts. 
Taxpayer along with four other stock- 
holders advanced monies to two of their 
controlled corporations, ‘““New Bedford” 
and “Meso”. Meso’s only asset was a 
receivable from New Bedford, a sum in 
excess of the stockholder’s advances to 
Meso. In 1956 the stockholders entered 
into an agreement to sell New Bedford. 
At the same time they caused Meso to 
cancel the New Bedford obligation. Tax- 
payer then claimed a bad debt deduc- 
tion for the amount of his advances to 
Meso. The court denies the deduction, 
holding it is apparent taxpayer and the 
other stockholders who caused Meso to 
forgive the New Bedford debt, forgave 
their debts due from Meso. Since tax- 
payer and the other stockholders in 
Meso owned the same ratio of stock in 
New Bedford, the cancellation of the 
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receivable merely increased their. capital 
contributions to New Bedford. The 
court also denies a deduction for worth- 
lessness of the loans to New Bedford. 
The evidence does not show these loans 
to be worthless in the taxable year. This 
loan was, in the taxable year, placed in 
the form of a demand note of the corpo- 
ration to taxpayer and pursuant to the 
contract of sale, the note was endorsed 
and transferred by taxpayer to the buyer 
of his New Bedford stock. Finkel, TCM 
1961-76. 


Advances to corporation nonbusiness 
bad debts. Advances by a stockholder- 
officer to his corporation for working 
capital purposes are held not deductible 
as business bad debts. There was no 
evidence that the stockholder-officer was 
in the business of lending money to 
business enterprises or organizations. 
Beeman, TCM 1961-86. 


OTHER DECISIONS 


Recovered real estate taxes are income; 
tax benefit was received thru carry-over. 
In 1946, the plaintiff recovered a por- 
tion of real estate taxes it had paid for 
the years 1940 through 1945, when the 
taxpayer had incurred net losses. 

Ihe recovery of a “prior tax” is tax- 
free to the extent that it did not result 
in.a reduction of tax. The Regulations 
provide that the recovery exclusion is 
the amount which could be disallowed 
without causing an increase in any tax 
of the taxpayer, and that, for this pur- 
pose, consideration must be given to 
the effect of net operating loss carry- 
overs and carrybacks. 

This court finds that the real estate 
tax deductions for 1944 and 1945 which 
could be disallowed without causing 
any increase in tax is the amount of re- 
fund attributable to those years less the 
amount of the net operating loss carry- 
overs, and accordingly holds that the 
real estate taxes recovered in 1946 are 
to the extent of 
virtue of the 
operating loss carry-overs. Post 
Office Square Co., DC Mass., 1/30/61. 


includible in income 


tax benefits received by 


net 


Net losses from inherited rental prop- 
erty deductible by owner, not holder of 
income right. Taxpayer inherited prop- 
erty from his mother under a provision 
that the net rent the property 
should go to his aunt if, and as long as, 
she needed it. A loss from rental is held 
deductible by taxpayer and not by the 


from 











aunt since the will did not create a 
life interest in the property itself in the 
aunt, but only a charge against the prop- 
erty. Taxpayer as owner of the property 
was entitled to receive the gross rentals, 
was chargeable with the maintenance of 
the property, and is entitled to deduct 
the net loss on the property. Sieg, TCM 
1961-88. 


Rent prepaid to subsidiary is taxable 
as income. A wholly-owned subsidiary 
was organized for the purpose of acquir- 
ing a lease on a certain tract of land. 
The lease was for a period of 10 years 
and the rent for the last 20 months of 
the term was required to be paid in ad- 
vance. At the time of the acquisition of 
the lease by the subsidiary, the sub- 
sidiary subleased the premises to the 
parent corporation which issued its 
check for the advance rental due for the 
last 20 months of the 10 year term. The 
subsidiary endorsed the check over to 
the person leased the 
premises. The Commissioner determined 


that the sum paid to the subsidiary was 


from whom it 


advance rental and taxable to the sub- 
sidiary in the year of its receipt. The 
taxpayer argued that the prepayment 
was, in fact; a loan, but the evidence 
failed indicate a relationship of 
debtor and creditor. Accordingly, ad- 
vance receipt of rent was income in the 
year of its receipt rather than in sub- 
sequent years when earned. Kohler- 
Campbell Corp., DC N. C., 12/29/60. 


to 


Allocation of basis to uncompleted con- 
tracts. Decedent had published and sold 
the annual city directory of Oklahoma 
City, Oklahoma. The decedent’s daugh- 
ter, as sole beneficiary and executrix of 
the estate, desiring to carry into effect 
her father’s wishes, assigned the directory 
business to the taxpayer. The assignment 
included “good will, accounts receiv- 
able, furniture and fixtures, cuts and 
printing materials, and all personal 
property connected with the said busi- 
ness.” The assignment was executed with 
the understanding that the taxpayer 
would pay the state inheritance and 
Federal estate taxes allocable to the busi- 
ness. The Tax Court found that there 
was a gift and that the taxpayer received 
a basis in the business equal to the estate 
tax valuation. The taxpayer claimed as 
expenses some $9,611.99 in completing 
the directories for the year of the dece- 
dent’s death, but reported no income 
from the directory service. The Commis- 
sioner determined that the taxpayer 
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1953 from the 
business determined by the 


realized net income in 
directory 
gross income less the deductions claimed 
on the return as expenses incurred by 
the taxpayer plus an amount equal to 
and Federal 
taxes paid by the taxpayer. The Tax 
Court, however, determined that $3,000 
was a reasonable allocation for the basis 


state inheritance estate 


unfiinished directories, and al- 
that deduction. The 
finding of the Tax Court for the alloca- 
tion of $3,000 basis to the uncompleted 


of the 


lowed sum as a 


directories was challenged in this court 
on the ground that it was not supported 
by the evidence, was arbitrary, and was 
speculative. The taxpayer testified that 
the value of the unfinished directories 
at the time of the descedent’s death was 
$25,000 and that the good will of the 
business depreciated almost to the 
vanishing point before the decedent’s 
death, but there was no evidence tend- 
ing to show the value of the physical 
assets of the business and none relat- 
ing to the value of the privilege to use 
the records of the telephone company 
in compiling the directories. Thus, the 
lax Court arbitrarily chose the $3,000 
as a reasonable allocation for the basis 
of the unfinished directories. This court 
affirms, saying that in view of the failure 
of the evidence to show affirmatively a 
reasonable allocation of basis to the un- 
completed directories, it became the 
duty of the Tax Court to make its own 


allocation even though it was merely a 


reasonable approximation. The Tax 
Court made the allocation and this court 
is unable to say that it was clearly 
erroneous. Bowyer, CA-10, 2/28/61. 


Cost basis of stock distributed in di- 
vorce action. Husband and wife, living 
in Oklahoma, 1942 


pursuant to a divorce decree which pro- 


were divorced in 
vided that all the property accumulated 
during the marriage by joint industry 
of the husband and wife be divided 
equally between them, irrespective of 
how legal title was held. Among the 
assets so divided was stock in a corpora- 
tion created shortly before to receive 
the assets of a business formerly con- 


ducted by the husband as sole _pro- 
prietor. The wife, upon the sale of the 
stock in 1952, reported as basis the 
of the 


divorce 


fair market as of 
decree. The 
that the di- 


vorce decree did nothing more than 


value shares 
the date of the 
Commissioner contended 
divide the property between the hus- 
band and wife and, therefore, no tax- 
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able event had taken place which would 
entitle the wife to a new basis in the 
stock. This court holds that the divorce 
decree effected a division of the property 
which did not entitle the wife to a new 
basis in the stock. There was nothing 
in the decree which would indicate that 
there was alimony granted to the wife; 
nor was there any evidence that any of 
the property was granted to the wife in 
satisfaction of an obligation by the hus- 
band to her. On the contrary, the prop- 
erty received by the wife under the 
divorce decree was property in which 
she had right upon divorce of the 
parties. Swanson, DC Okla., 2/3/61. 


Involuntary conversion subject to liqui- 
dation nonrecognition rules. Taxpayer's 
plant and equipment were completely 
destroyed by an explosion; it recovered 
from its insurance company an amount 
of about $18,000 in excess of the ad- 
justed basis of the assets. Thereafter it 
adopted a plan of complete liquidation 
and distributed all of its assets to its 
stockholders. [The transition rules of 
Section 392 were applicable to 1954 
transactions so that nonrecognition of 
the gain under Section 337 was pos- 
sible even- though the sale took place 
before the adoption of the plan of 
liquidation.—Ed.] Taxpayer argued that 
the nonrecognition provisions of Section 
337 should apply to its gain though 
realized by involuntary conversion not 
sale. The Tax Court disagreed. An in- 
voluntary conversion is not, it said, a 
sale or exchange. This court reverses, 
following Towanda Textiles, Inc., in 
which the Court of Claims held (2/3/ 
60) that fire 
excess of adjusted basis of the destroyed 


insurance proceeds in 
property received by a corporation while 
it was being liquidated were not taxable 
under Section 337. Kent Manufacturing 


Corp., CA-4, 3/15/61. 


Gain recognized on involuntary conver- 
sion of factory property; proceeds were 
invested in a warehouse. On June 8, 
1955, taxpayer received $101,000 as con- 
demnation proceeds from two buildings 
owned and 
rented to shoe manufacturers. On May 


which it had previously 
1, 1955, one of taxpayer’s stockholders 
acquired certain property, entered into 
a lease with a grocery distributor, and 
agreed to make extensive improvements 
on the property so that it could be used 
by the lessee. As a result of these im- 
provements the property acquired could 
only be used as a warehouse and dis- 


tribution center for wholesale groceries, 
On November 8, 1955, this property was 
deeded to taxpayer and taxpayer paid 
for the improvements using the pro. 
ceeds it received from the condemna- 
tion. Taxpayer claimed that the gain on 
the involuntary conversion was not tax 
able under Section 1033 which provides 
for non-recognition of gain if proceeds 
from an involuntary conversion are ex- 
pended in the acquisition of other prop- 
erty “similar or related in service or 
use.”” The court finds that the properties 
were not similar since the condemned 
property was suitable for the use of a 
shoe manufacturer and the acquired 
property could be used only as a ware- 
house in warehousing and distributing 
wholesale groceries. The mere fact that 
both properties were held for rental 
purposes does not satisfy the require- 
ments of Section 1033. Loco Reaiity Co., 
35 TC No. 110. 


Pensions to widows of corporate officers 
not intended as gifts. A corporation, 
prior to the death of its officers, adopted 
a resolution awarding the officers extra 
compensation in the form of a pension, 
payable to their widows after their 
death. The widows did not include the 
pension payments in their income. The 
court notes that the resolution strongly 
emphasizes the compensatory intent 
underlying the payments, and in the 
light of the criteria discussed in Duber- 
stein (363 U.S. 278), holds the payments 
did not spring from a “detached and 
disinterested generosity,’ or “out of 
affection, respect, admiration, charity or 
Accordingly, the 
snents are held to constitute taxable in- 
come to the widows. Fischer, TCM 1961- 
61. 


like impulses.” pay- 


Loss on sale of real estate deductible 
at title passage. In 1952 taxpayer en- 
tered into an executory contract to sell 
real estate. The contract called for a 
down payment and three subsequent in- 
stallments. Title was to be conveyed 
payment of the full purchase 
price. The contract was amended in 1954 
to defer the final payment to 1955, in 
which year the transaction was closed. A 
loss from the sale of the property is held 
not deductible in the year the contract 
1955, when title 
was conveyed. The purchaser had not 
taken possession either directly or 
through the lessee, nor had it the bur- 
dens or benefits of ownership prior to 
that date. Morco Corp., TCM 1961-57. 
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Partnership tax planning awaits 


clarifying changes to Subchapter K 


by HERBERT B. STORY 


Ever since the enactment of the 1954 Code, practitioners have been aware that, 


despite the great advantages of a codified law on the taxation of partnerships, 


the new Subchapter 


K is deficient in many respects. Mr. Story concentrates on the 


inequities and loopholes for which the Advisory Group proposes changes, incor- 


porated in H.R. 9662 during the last session of Congress. Tax advisers for partner- 


ships will find this article a guide to the hazards in Subchapter K today and an aid 


in long-term tax planning. 


So OF THE INADEQUACIES of the 
present law lie in the highly im- 
portant sections dealing with the death 
or retirement of partners, termination 
of partnerships, distributions of part- 
nership properties, and the like. Others 
concern the day-to-day or perhaps year- 
handling of ordinary transac- 
Problems of types were 
studied by the Adviscry Group on Sub- 
chapter K, and their recommendations 


to-year 


tions. both 


were incorporated in large part in H.R. 
9662. Though that bill died with the 
will 
doubtedly form the basis for legislation 


last Congress, its provisions un- 
needed, and expected, this year. 

H.R. 9662 contained a major portion 
of the recommendations made by the 
Advisory Group of Tax Practitioners 
appointed in 1956 to assist the Subcom- 
Internal Revenue Taxation 
Means Com- 


mittee on 
House Ways and 
mittee in its study of the partnership 
sections of the 1954 Code. The Group’s 
report, submitted in December 1957, con- 


of the 


tained 22 recommendations for changes. 
In January 1960, H.R. 9662 was intro- 
duced and it passed the House in Feb- 
1960 without The 
Senate Finance Committee approved it, 
but the Senate failed to act on it. H.R. 
9662 contained amendments to both 
Subchapter K and Subchapter J, dealing 
with trusts, and it was widely reported 
that opposition to its multiple-trust sec- 
was the the blocking 
action in the Senate. Some political ob- 


ruary amendment. 


tions cause of 


servers expect that amendments to J 
and K as well as C will be included in 
one technical bill later in the current 
session as work on all three subchapters 
gets under way. 


Income problems 


Before turning to the problems that 
arise on death or retirement of a part- 
ner or the fairly infrequent occasions 
of distributions of property, let us con- 
rules that affect the annual 
income determinations and other pro- 


sider the 


posals for change that will be of con- 
cern to practically all partnerships. 


Conduit principle 


The first one, the application of the 
principle, is universally im- 
portant. Under Section 702(b) of the 
Code the conduit principle is applied 
with respect to certain specifically stated 
items of income, gain, deduction, 
or credit. They retain their original 
character in the hands of the partner. 
They are treated as though they were 
realized directly by him from the same 
sources from which they were actually 


conduit 


loss, 


realized by the partnership and in the 
same manner. After such items are ex- 
cluded, the remaining income or loss 
becomes ordinary income or loss with- 
out any special character other than 
“partnership income or loss.” Under ex- 
isting statutes it is not clear whether 
the character of income or loss items is 
to be determined at the partnership or 
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partner level; however, present Regu- 
lations provide that the character of all 
items of income, gain, loss, deductions, 
or credit that have tax significance is 
to carry into the hands of the 
separate partners. Had the Regulations 
under this section not been written as 
broadly as they were, a partner would 
have been deprived of the benefit of 
the retirement income credit where 
items of rents and dividends are re- 
ceived through a partnership. 

The proposed change in Section 702(b) 
of present law is to continue and ex- 
pand the conduit principle already 
established. The proposed bill provides 
that the character of all items, not just 
certain listed items, is to carry over into 
the hands of the separate partners. 

The bill also provides that the char- 
acter of any item of income or deduc- 
tion is to be determined on a partner- 
by-partner basis. The activities of each 
partner, in addition to the business in 
which the partnership is engaged, must 
be given due regard, since the partner- 
ship is carrying on this activity for the 
benefit of the separate partners. Thus, 
the sale of property by a partnership 
may result in ordinary income to one 


over 


partner and capital gain to the other 
partners. This would prevent tax avoid- 
ance in the area of sales of property 
used in a trade or business in that it 
would prevent dealers from converting 
ordinary income into capital gain by 
creating partnerships with non-dealer 
partners. 


Gross income 


The proposed amendment to Section 
702(c) eliminates the possibility of re- 
quiring the inclusion of guaranteed pay- 
ments in a partner’s gross income twice. 
Thus, the income of a partner 
would include his distributive share of 
partnership income under Section 702, 
and guaranteed payments would be in- 
under Section 


gross 


cluded in income 


707. 


gross 


Limits on income and deductions 


Under present provisions of the Code 
imposing limits on certain items of de- 
ductions and exclusions — such as the 
$50 dividend exclusion, soil and water 
expenditures, and char- 
is not clear 


conservation 
itable contributions — it 
whether these limitations are at the 
partnership or partner level. 

The proposed amendment would add 
a new subsection (d) to Section 702 to 


make clear that, wherever a limitation 
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[Herbert B. Story is a member of the 
accounting firm of Freemon, Shapard 
and Story, Wichita Falls, Texas. He is a 
member of the Advisory Group on Sub- 
chapter K appointed by the Subcommit- 
tee Internal Revenue Taxation 
(Mills Committee) of the House Ways 
Committee. This article is 
based on a talk given by Mr. Story in 
the Third Annual Ken- 
Institute Federal Taxation 
sponsored by. the School of Business and 
the School of Law of the University of 
Kentucky, the Louisville Bar Associa- 
tion, and the Kentucky Society of CPAs.| 
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is imposed upon the includability or the 
deductibility of any item, the partner- 
ship is to be disregarded for this pur- 
pose, and each partner would be en- 
titled to his full share up to the statutory 
limit. The limitations imposed under 
this amendment would affect the 
partnership in its choice of deprecia- 
tion methods or restrictions under Sec- 
tion 167. Also, Regulations recently is- 
sued under Section 179 provide that the 
election for first-year depreciation de- 
duction is to be made by the partner- 
ship; however, the maximum allowance 
is figured separately for each partner. 
Thus, partner is considered to 
have purchased his proportionate share 
of qualifying property, and the deduc- 
tion is computed accordingly. 


not 


each 


Election for simplified reporting 

A new subsection (e) to Section 702 
is proposed, providing that a partner- 
ship may elect annually (where all of 
the members are individuals) to take all 
items of income and deductions into a 
single account as an ordinary income 
or loss item, with the exception of cer- 
tain specified items. These exceptions 
are gains and losses from the sale or 
exchange of capital assets held for not 
more than six months, gains and losses 
from the sale or exchange of capital 
assets held for more than six months, 
gains and losses from the sale or ex- 
change of Section 1231 assets, and divi- 
dend income. The separate reporting 
of gains and losses from the sale or 
exchange of capital assets and Section 
1231 assets is necessary to prevent tax 
avoidance possibilities where there were 
net losses from such sales or exchanges. 

The apparent objective of this pro- 
posal is to simplify the reporting prob- 
lems of small partnerships. However, 
where you have a small or simple part- 
nership, there does not appear to be a 
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complicated reporting problem in the 
first place. 

Under this election of so-called simpli- 
fied reporting of partnership income and 


deductions, deductions and exclusions © 


are denied where there is a fixed amount 
or percentage limitation. Also disallowed 
are any other credits attributable to 
partnership income other than those for 
dividends. Since this proposed amend- 
ment creates a new election and further 
provides that no deduction shall be 
allowed, for example, for partnership 
charitable contributions and soil and 
water conservation expenditures, the tax 
practitioner should be extremely care- 
ful before advising partnerships to make 
such an election, provided this proposed 
subsection is eventually added to present 
Section 702. It is believed that this ad- 
ditional election will further compli- 
cate present law, could possibly provide 
a tax trap for the uninformed partner, 
and would not achieve the objective 
of simplified reporting. 


Re-arrangement of Subchapter K 


To minimize the complexity of part- 
nership provisions, applicable especially 
to the small or simple partnership, the 
Advisory Group made a proposal to 
rearrange the partnership provisions. 
There appears to be no doubt that this 
would be a desirable improvement if 
Subchapter K were being adopted for 
the first time. The rearrangement would 
group the sections that the usual small 
or simple partnership would come into 
contact with under one grouping and 
make it possible to avoid the complex- 
ities that are inherent in the groupings 
relating to various elections and other 
technical provisions. 

Partners, partnerships, and tax prac- 
titioners should keep in mind that this 
proposed rearrangement would require 
the learning of new section numbers. 
Also, it would require the examination 
of various partnership agreements and 
contracts for the possible correction of 
section numbers contained in present 
law. I believe that the rearrangement 
will not create any major inconvenience, 
since a large proportion of old section 
numbers would be retained. 


Taxable year 


Under Section 706(b)(1) it is uncer- 
tain whether a partnership whose prin- 
cipal partners are on different taxable 
years is required to establish, to the 
satisfaction of the Secretary or his dele- 
gate, a business purpose before it can 


adopt any taxable year. Regulations un- 
der this section provide that a newly 
formed partnership may adopt a calen- 
dar year as its taxable year without get- 
ting prior approval from the Commis- 
sioner if all of its principa! partners 
are not on the same taxable year. Sec- 
tion 706(b)(2) would appear to approve 
of a principal partner changing his tax- 
able year to that of a partnership in 
which he is a partner without obtaining 
the consent of the Commissioner for 
such change. However, Regulations is- 
sued under this section require that a 
partner may not change his taxable 
year without getting prior approval from 
the Commissioner. 

Proposed amendments to Section 706 
(b) would adopt the rules contained in 
the Regulations and expressly authorize 
a new partnership to adopt a calendar 
year as its taxable year where the prin- 
cipal partners are on different taxable 
years. This proposal also makes clear 
that a partner must obtain permission 
from the Commissioner to change his 
taxable year, even when changing to the 
same year as that of his partnership. 
This appears necessary because there are 
conditions where the partnership in- 
come is only a minor portion of the tax- 
payer’s total income, which would re- 
sult in a taxpayer pushing income for- 
ward, thereby postponing the payment 
of tax on such income. 


Continuation of a partnership 


Under the present provisions of Sec- 
tion 708 a partnership is terminated if, 
within a 12-month period, there is a 
sale or exchange of 50% or more of 
the total interest in partnership capital 
and profits. Thus, the sale of a partner- 
ship interest to another partner will 
terminate the partnership if the interest 
sold is in excess of 50% of the total 
interest in the partnership capital and 
profits. 

A proposed amendment would pro- 
vide that the partnership is not to be 
terminated if the sale or exchange is 
to partners who have been members of 
the partnership for at least 12 months 
prior to such sale or exchange, regardless 
of the percentage interest sold. The 
amendment also makes it clear that 
sales or exchanges to other than existing 
partnership members refers to the ag- 
gregate sales or exchanges 
within a 12-month period. 

Legal fees and other expenses in- 
curred in the organization of a partner- 
ship are capital expenditures and can- 


occurring 
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not be deducted by the partnership. 
Under Section 248 a corporation may 
deduct organizational expenditures over 
a five-year period if it so elects. A pro- 
posed amendment, adding a new sub- 
section to Section 703, is intended to 
place the partnership on an equitable 
basis with corporations with respect 
expenditures. This 
amendment provides that organizational 
expenditures are be deducted ratably 
over a period of 60 months, beginning 
with the month in which the expenses 
are paid or accrued. Such expenses not 
deducted by a partnership before its 
last taxable year, due to termination of 
the partnership, may be deducted in 
its final partnership return. 


to organizational 


Organizational expenditures are de- 
fined as those paid or accrued by a 
partnership incident to the creation of 
the partnership or for the preparation 
of the initial written partnership agree- 
ment. Thus, if a partnership has been 
in existence and has never had a writ- 
ten partnership agreement, the cost of 
preparing the initial written agreement 
would come within this proposed sub- 
section. However, expenses incurred un- 
der this proposal do not include those 
for any revision or substitution for an 
already existing partnership agreement. 
Also, expenses to obtain capital contri- 
butions or those incident to the trans- 
fer of assets to the partnership are not 
deductible under this proposal. 


Death of a partner 


Estate planning for partners is made 
difficult by the rule in the present Code 
that the taxable year of a partnership, 
with respect to a partner who dies, shall 
not close prior to the end of the part- 
nership’s taxable year. The apparent 
purpose of Section 706(c) is to prevent 
the bunching of more than one year’s 
income in the year of death of a partner 
where such partner and his partnership 
are on different taxable years. However, 
present law may deny income splitting 
and the opportunity to offset partner- 
ship income against deductions and ex- 
emptions available in the year of death 
of a deceased partner. 

To remedy this situation, a new pro- 
posed amendment would provide, as a 
general rule, that the taxable year of a 
partnership will close with respect to a 
deceased partner as of the date of his 
death. However, an option is given to 
the successor in interest of a deceased 
partner to continue the year with re- 
spect to the deceased partner to the 


normal ending of the partnership year 
where there has been no sale, exchange, 
or liquidation of any part of the part- 
nership interest before that date. Also, 
where the interest had been sold, ex- 
changed, or liquidated after the death 
of the deceased partner, but before the 
end of the partnership year, the succes- 
sor is to have the option to continue the 
partnership taxable year for the de- 
cedent’s interest to the date of disposi- 
tion. 

This is one of the more important 
proposed changes to correct an undue 
hardship with respect to a deceased part- 
ner. Also, it would provide a general 
rule that would more nearly conform to 
local law, be applicable to numerous 
uninformed small or simple partner- 
ships where both the partners and part- 
nership are on a calendar-year basis, 
and would require an election only 
when the successor in interest elected to 
continue the partnership year. However, 
it should be pointed out that under the 
general rule discussed below, the share 
of partnership income for the portion 
of such partnership taxable year before 
death of a decedent partner would now 
be considered as “income in respect of 
a decedent.” 


Successor to a partner 


The basic purpose of Section 736 is 
to clarify and attempt to solve prob- 
lems that arise as to how the income 
of a partnership is to be accounted for 
when the partnership interest of a re- 
tiring or deceased partner is being pur- 
chased by the partnership. The present 
law provides general rules for dividing 
payments to a retiring partner or a de- 
interest. 
paid in 


ceased partner’s successor in 
The first relates to amounts 
liquidation of a partnership interest, 
such amounts being subject to the 
ordinary distribution rules to the extent 
it is in exchange for the partner’s share 
of partnership property. This amount 
is generally considered to be a capital 
payment, which is taxed as capital gain 
or loss to the retiring or deceased part- 
ner and is not deductible by the part- 
nership. The second relates to amounts 
paid in excess of the fair market value 
of the retiring or deceased partner’s in- 
terest in partnership property. These 
amounts are treated by the partnership 
as a distributive share of partnership 
income or as a guaranteed payment. 
Thus, such amounts are taxed as ordi- 
nary income to the recipient and de- 
ductible by the partnership. 
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However, there are two exceptions to 
t ‘se general rules. First, if a partner- 
ship has unrealized receivables, pay- 
ments made for the retiring or deceased 
partner’s interest in unrealized receiv- 
ables are always treated as ordinary in- 
come and are not subject to agreement 
otherwise by the partners. Second, 
amounts paid for the retiring or de- 
ceased partner's interest in good will 
are to be treated as capital payments, 
provided the partnership agreement so 
specifies. However, if the partnership 
agreement does not so specify, then 
these income 
payments. 


amounts are treated as 

The proposed bill retains the two 
basic of payments: those 
treated as ordinary income payments 


categories 


and those treated as capital payments. 
The proposed bill would provide as fol- 
lows: 

considered to be a dis- 
tributive share of partnership income for 


1. Amounts 


any particular tax year must be paid 
or payable on or before the fifteenth 
day of the fourth month following the 
close of that taxable year of the part- 
nership. Thus, such amounts would be 
taken into account as distributive shares 
of partnership income as of the end of 
the partnership taxable year to which 
they are determined. 

taken account at 
some time after the year to which they 
are determined are to be classified as 
guaranteed payments and not distribu- 
tive shares. These guaranteed payments 
would be taken into income by the re- 


2. Amounts into 


cipient and deducted by the partner- 
ship in the taxable year when accrued 
or paid. Thus, the so-called guaranteed 
payments would lose any special income 
characteristic to the recipient partner 
or heir. 

3. A special definition of unrealized 
receivables is provided for in the pro- 
posed bill. Services not yet performed 
are not considered to be unrealized re- 
ceivables. Any rights to payments for 
services rendered or for goods produced 
(or delivered, in the case of a partner- 
ship predominately engaged in a dis- 
tributing trade or business) to the ex- 
tent that the proceeds would be ordi- 
nary income would be classified as un- 
realized receivables. 

4. If all payments with respect to a 
partnership interest are payable within 
a 12-month period, such payments would 
come under the distribution rules and 
would not be considered a distributive 
share of partnership income or as guar- 
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anteed payment. These payments would 
be subject to the collapsible partnership 
provisions in the same manner as in 
the case of other distributions. 

5. Where payments are being made 
in both money and property for dis- 
tributive shares or guaranteed payments 
and distributions, the money would be 
considered as payment of a distributive 
share of income or guaranteed payments 
to the extent of such income items. 

6. The bill would make clear that 
payments made under certain cases af- 
ter the partnership has been terminated 
or gone out of business would still con- 
tinue to be ordinary income to the re- 
cipient. Thus, if the person making such 
payments is an individual who was a 
partner of the partnership immediately 
before the retirement or death, is under 
a binding legal obligation to make such 
payments, and is operating a trade or 
business as a sole proprietor, then such 
entitled to deduct these 
trade or 


individual is 
payments as a business ex- 


pense. 


Income in respect of a decedent 


Section 753 provides that the amount 


includable in gross income of a suc- 
cessor in interest of a deceased partner 
under Section 736(a) is to be considered 
income in respect of a decedent under 
Section 691. Such payments are to be 
included in the gross estate of the de- 
cedent partner for estate tax purposes 
income tax 
treatment to the recipient when re- 
ceived. However, the recipient is en- 
titled to a deduction equal to the por- 
tion of estate tax paid that was at- 


and subject to ordinary 


tributable to such payments. 

Che proposed bill would provide that 
items of gross income in respect of a 
decedent in the case of partners and 
partnership would be transferred to Sec- 
tion 691 and would include the follow- 
ing: 

l. The distrib- 
utive share of partnership income at- 


deceased _partner’s 
tributable to the portion of the part- 
nership’s taxable year occurring prior 
to such deceased partner’s death where 
the partnership taxable year with re- 
spect to a deceased partner closes after 
the date of his death. 

2. Amounts considered as distributive 
shares or guaranteed payments would 
be includable in the gross income of a 
successor in interest of a deceased part- 
ner. 

3. Amounts attributable to unrealized 
receivables would be includable in the 
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gross income of a success or in interest of 
a deceased partner to the extent not 
considered as distributive shares or guar- 
anteed payments. 

4. Amounts required to be taken into 
income by a service partner as the re- 
sult of an exchange of an interest in 
capital of a partnership for his services 
if the interest is acquired by a suc- 
cessor in interest by reason of death 
of the service partner and the restric- 
tions and limitations continue beyond 
the date of death. 


Controlled partnerships 

Section 707(a) provides that as a gen- 
eral rule, if a partner engages in a 
transaction with a partnership other 
than in his capacity as a member of the 
partnership, the transaction is to be 
considered as occurring between the 
partnership and one who is not a part- 
ner. Under exceptions to this rule, losses 
are disallowed in the cases of sales or 
exchanges of property between a part- 
nership and a partner owning, directly 
or indirectly, more than 50% of the 
capital or profits interest in the partner- 
ship and also in the case of two part- 
nerships in which the same _ partners 
own, directly or indirectly, more than 
50% of the capital or profits interest. 
Another exception also provides in cer- 
tain cases that any gain recognized on 
the sale or exchange of property other 
than a capital asset is to be ordinary 
income. The transactions referred to are 
sales or exchanges between a partner- 
ship and a partner owning, directly or 
indirectly, more than 80%, of the capital 
or profits interest in the partnership 
or between two partnerships in which 
the same partners own, directly or in- 
directly, more than 80% of the capital 
or profits interest. 

Proposed changes would clarify pres- 
ent law and substitute the word “per- 
son” for “partner” to cover a transaction 
between a partnership and a_ person 
closely related to a partner. The pro- 
posed changes are as follows: 

1. Deny losses from sales or exchanges 
of property, directly or indirectly, be- 
tween a person and a partnership in 
which more than 50% of the capital 


or profits interest is owned by such 


person. Moreover, it expands this pro- 
vision to cover losses between two 50% 
or more controlled partnerships and a 
50%, or more controlled corporation, 
trust, or estate. 

2. The rule excluding gain from the 
sale or exchange of capital assets from 


ordinary income treatment would be 
expanded to include land used in a 
trade or business. 

38. A new term, “common interests,” 


‘is determined with respect to two or 


more persons by adding together the 
smaller interests each such person has 
in the organizations in question. For 
example, where a person owns 10% 
in one partnership and 80% in another 
partnership, the common interest of 
such partner would be 10%. This com- 
mon interest rule replaces present pro- 
visions referring to direct or indirect 
ownership of a partnership interest. 


Determination of basis of interest 


Section 705 provides two rules, a gen- 
eral rule and an alternative rule, for 
purposes of determining the basis of a 
partner’s interest in a partnership. The 
general rule, or historical method, re- 
quires that the basis of a partner’s in- 
terest be computed by taking into con- 
sideration the basis of property con- 
tributed to the partnership or the basis 
of the interest at the time of acquisi- 
tion and then increasing this by the 
partner's distributive share of the in- 
come of the partnership and decreasing 
it by the partnership basis of assets dis- 
tributed to him and by the partner's 
distributive share of losses of the part- 
nership. The alternative rule, or bal- 
ance-sheet method, provides that the 
Secretary or his delegate may prescribe 
the conditions under which the ad- 
justed basis of a partner's interest may 
be determined by reference to what his 
proportionate share of the adjusted 
basis of partnership property would be 
if the partnership were dissolved and 
the properties distributed to the part- 
ners. Thus, the general rule requires 
the keeping of detailed records by each 
partner over the life of the partner- 
ship. 

The proposed amendment to this 
section would make the new general 
rule what is now the alternative rule. 
The general rule under present law 
would become the alternative rule. 

The proposed general rule will not 
apply, however, if the partnership 
elects the more detailed alternative rule. 
it also does not apply if, upon examina- 
tion of a partner’s return, he is unable 
to prove to the examining agent that 
the general rule produces the correct 
basis of his partnership interest. Thus, 
the partner will have the burden of 
establishing that there would be no 


substantial difference in the basis for 
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his interest whether the computation 
was made under the proposed general 
or alternative rule. 

\nother proposal is the requirement 
that, if the partnership elects to com- 
interests under 
the new alternative rule, then all the 


pute the basis of the 
partners will be required to compute 
basis under that rule. In the case of a 
small or simple partnership where the 
and have 


usually been in money and there have 


contributions distributions 
been few, if any, transfers of partner- 
ship interests or partnership property, 
the basis of a partner’s interest com- 
puted under either of the rules is likely 
to be substantially the same. 


Interest in capital for services 

Section 721 provides that no gain 
or loss is to be recognized to a partner- 
ship or to any of the partners in the 
case of a contribution of property to 
the partnership in exchange for an in- 
terest in the partnership. However, the 
Regulations (Section 1.721-1(b)(1)) state 
that this provision does not apply to 
the extent a partner gives up a part of 
his capital interest as compensation for 
services rendered by another person. In 
such a case the Regulations provide 
that the value of the interest transferred 
is income to the person performing the 
services, such income being the fair 
market value of the interest transferred 
at the time of the transfer in the case 
of past services or at the time the serv- 
the transfer is 
conditioned on the completion of the 


ices are rendered when 
transferee’s future services. In determin- 
ing the time when such income is real- 
ized, the Regulations state that there 
must be taken into account any sub- 
stantial restrictions or conditions on the 
service partner’s right to withdraw or 
dispose of his interest. 

The proposed amendment would in- 
corporate the basic concept of the Reg- 
ulations with respect to receipt of a 
capital interest for services. However, 
it would make clear that any apprecia- 
tion in value of the capital interest 
transferred shall not be taxable to the 
for 
services rendered in the future. Any 


service partner as compensation 
ordinary income realized by a service 
partner who receives an interest in the 
capital of the partnership in exchange 
for services shall be treated as a contri- 
bution to the partnership. The amend- 
ment provides generally that the amount 
to be included in the gross income as 
the service partner is to be the same as 


the deduction available through the 
partnership to the existing partners (sub- 
ject to limitation of adjusted basis for 
interest relinquished) or the addition to 
the basis of partnership properties where 
the services performed are of such na- 
ture as to give rise to capital values. 
When the interest received by the serv- 
ice partner is subject to substantial re- 
strictions or limitations as to the trans- 
ferability at the time of the exchange, 
no amount is to be taken into account 
until the restrictions or limitations cease 
to be substantial or the interest is dis- 
posed of other than by death. The 
amount to be taken into 
the time is to be the lesser of the fair 
market the services or the 
fair the interest would 
have had at the time of the exchange 


account at 


value of 
market value 
had there been no such restrictions or 
limitations. If the interest exchanged 
is not subject to restrictions or limita- 
tions, the amount to be taken into ac- 
count shall be the fair market value of 
the interest at such time. 


Collapsible partnerships 

When partnership property is dis- 
tributed to the partners or if the part- 
ners’ interests are sold or transferred, 
the Code applies elaborate rules in- 
tended to work equity among the part- 
ners on one hand and to prevent tax 
the other. These rules 
have been widely criticized as unwork- 
able and indeed incomprehensible. 

It is generally believed that the col- 
lapsible partnership provisions (Section 
751) are too complex to expect the aver- 
age partner to apply them and that 
they should be simplified. The primary 


avoidance on 


purpose of this section is to prevent the 
conversion of ordinary income into cap- 
ital gain through the sale or exchange 
of a partnership interest and to prevent 
the shifting of ordinary income among 
the partners through disproportionate 
distributions of partnership property. 
The types of property with which this 
provision is concerned are “unrealized 
and “inventory items which 
have substantially appreciated in value.” 


” 


receivables 


Generally, the sale of a partnership in- 
terest results in capital gain or loss un- 
less the partnership is considered to be 
a collapsible partnership under this sec- 
tion. The gain on sale of a partnership 
interest under this section is to be frag- 
mented as to ordinary income and cap- 
ital gain. 

The proposed bill would have three 
separate section headings for collapsible 
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partnership transactions, as follows: 

1. Sales and exchanges of interests in 
partnerships that result in ordinary in- 
come 

2. Distributions that result 
nary income 

§. Definitions of 
and substantially appreciated 
751 assets. 

The proposed bill contains a new defi- 
nition of Section 751 assets but does 
not refer to unrealized receivables and 
inventory items that have substantially 
appreciated in value. It also provides 
that any gain from the sale or exchange 


in ordi- 
Section 751 assets 
Section 


of a partnership interest attributable to 
such assets shall be reduced (but not 
below zero) by any net loss on Section 
1231(b) assets in the same transaction. 
(Section 1231(b) allows capital gain on 
sale of depreciable property used in the 
business.) It further provides that these 
rules shall regard to 
whether there is an over-all gain or loss 


apply without 


on the sale or exchange of the partner- 
ship interest. 

The bill further provides that, to the 
extent a partner receives a distribution 
of partnership property that is substan- 
tially appreciated Section 751 assets or 
property other than substantially ap- 
preciable Section 751 assets, such trans- 
actions shall be considered as sales or 
exchanges of such property between the 
distributee partner and the partnership 
(as constituted after the distribution). 
Any gain recognized to the distributee 
partner or to the partnership attribut- 
able to substantially appreciated Section 
751 assets shall be reduced (but not be- 
low zero) by any net loss on Section 
1231(b) assets in the same transaction. 
Exceptions to these rules are as follows: 

1. A distribution of property that the 
distributee partner contributed to the 
partnership 

2. Payments to a retiring partner or 
successor in interest of a deceased part- 
ner that are considered to be distribu- 
tive shares or guaranteed payments 

3. A distribution of the partner's dis- 
tributive share of partnership income 
for the current year. 

The proposed bill would define the 
term “Section 751 to mean all 
property of the partnership except cap- 
ital assets, property the gain from sale 


assets” 


or exchange of which would be treated 
as long-term capital gain, and Section 
1231 assets. The character of any proper- 
ty shall be determined at the time of 
the sale or exchange of the partnership 
interest (or at the time of distribn- 
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tion) as if all property treated as sold 
or exchanged was sold directly by the 
person relinquishing an interest in the 
property (giving due regard to any busi- 
ness, financial operation, or venture in 
which the partnership is engaged) and 
as if all property had been sold to one 
person in one transaction. For purposes 
of this section all property of the part- 
nership shall be deemed to have been 
held for more than six months (or for 
12 months or more in the case of live- 
stock described in Section 1231(b)(3)) 
whether or not so held. Section 751 as- 
sets shall be considered to be substan- 


tially appreciated if their fair market: 


value exceeds: 

1. 120% of the adjusted basis to the 
partnership of such assets and 

2. 10% of the fair market value of 
all partnership property (other 
money) reduced by the liabilities of the 


than 


partnership. 

For purposes of simplification the pro- 
posed bill applies the substantial ap- 
preciation test to all Section 751 assets 
in the aggregate. 


55+ *5S 


Subsequent sale of distributed property 


Section 735(a) provides that any gain 
on the sale or exchange by a distributee 
partner of “inventory items” within five 
years from the date of the distribution 
shall be ordinary income. The section 
also provides that gain on the disposi- 
tion by a distributee partner of “un- 
receivables” 


realized shall be ordinary 


income. There is no time limit on ordi- 
nary income treatment of unrealized re- 
ceivables. 

Since present law refers to a “dis- 
tributee partner,” it may be possible 
for such partner to make a gift of the 
unrealized receivables or inventory items 
received by him as a distribution, there- 
by permitting his donee to convert what 
would be ordinary income in the hands 
of the distributee partner to capital 
gains in the hands of the donee. 

Ihe proposed bill would make cer- 
tain that any gain or loss on the sale 
of unrealized receivables or inventory 
items (“Section 751 assets” under the 
proposed revision of Section 751) dis- 
tributed to a partner is to retain its 
character as ordinary income through 
all subsequent transfers of such items 
where the basis of the distributee part- 
ner for these items is carried over to the 
transferee. In addition, the five-year rule 
relating to inventory items is to be 
omitted in the proposed bill, thus pro- 


viding for ordinary income treatment 
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whenever sold or exchanged. Accord- 
ing to committee reports, these amend- 
ments would not apply to distributions 
made prior to enactment of the pro- 
posed bill. 


Optional adjustment to property 


Section 743(b) provides that as a 
general rule the basis of partnership as- 
sets is not to be changed as the result 
of the transfer of a partnership interest 
by sale or exchange or on the death of 
a partner. 

Section 754, however, presently pro- 
vides an election whereby the basis of 
partnership property can be adjusted as 
a result of distributions of partnership 
property and transfers of partnership in- 
terests. The election applies to all dis- 
tributions of partnership property and 
transfers of partnership interests with 
respect to the taxable year when filed 
and to all subsequent taxable years. 

The proposed bill would: 

1. Provide separate elections for dis- 
tributions of property and transfers of 
partnership interests 
that either such election 
may be filed or changed at any time 
prior tu the expiration of one year after 
the time prescribed by law for the filing 
of the partnership return for the tax- 
able year for which such election was 
filed. 

Once made, the election under present 
law is binding with respect to all future 
transfers and distributions unless _per- 
mission for revocation is received from 
the Secretary or his delegate. 

The proposed bill would provide de 
minimis rule as a simplification measure. 
This rule provides that, 
though a partnership has elected to 
make the basis adjustment to partner- 
ship property, it may not make this ad- 
justment where the total adjustment 
with respect to a transfer is less than 
$1,000. 


2. Provide 


new even 


Amount of adjustment 

Section 734(b) provides that, if such 
election has been made, the basis of part- 
nership property is to be increased by 
(1) any gain recognized to the distributee 
pariner, and (2) the adjusted basis of 


the distributed property to the part- 


nership in excess of its basis in the 
hands of the distributee partner. Para- 
graph (2) of subsection (b) provides for 
decreases in the adjusted basis of part- 
nership property in reverse situations. 
The purpose of Section 734 is to pro- 
vide the partnership with an option to 


maintain the same adjusted basis for 
partnership property in the aggregate 
as is represented by the aggregate of all 
of the partnership interests. However, 


this relationship may already have been 


distorted before the partnership made 
the election under Section 754. 

The proposed bill would make these 
adjustments under a different rule, 
which is the difference between the part- 
nership’s basis of the distributed proper- 
ty and the reduction in the distributee 
partner’s proportionate share of the ad- 
justed basis of partnership property. 
Another proposal would adopt a de 
minimis rule, whereby a_ partnership 
would not be required to make these 
adjustments where the total amount 
with respect to a distribution is less 
than $1,000 (either an increase or a de- 
crease), even though a prior binding 
election had been made. The de mini- 
mis rule would result in a desired sim- 
plification in that the partnership could 
ignore small adjustments without sig- 
nificant Committee 
reports illustrate the basis adjustment 
problem by the following example: 

Assume that the assets of the equal 
partnership, A B D, had a partnership 
basis of $9,000 and a fair market value 
of $15,000. D, who recently purchased 
his interest in the partnership from C 
for $5,000, has a $5,000 basis for his 
interest. A and B have a basis for their 
$3,000 each. 
Under existing law if a $5,000 cash dis- 
tribution is made by the partnership to 
either A or B in liquidation of his in- 
terest, the partnership would be en- 


tax consequences. 


partnership interests of 


titled to an upward adjustment of 
$2,000 to the basis of remaining partner- 
ship assets. However, a similar distribu- 
tion to D would result in no adjust- 
ment. 

Under the proposed amendment to 
this $2,000 
adjustment, regardless of which partner 


section there would be a 


received the distribution. 


Allocation of adjustments 


rer 
499 


the rules that 


95 contains 
must be followed by a partnership in 


Section 
allocating basis among various partner- 
ship properties where adjustments are 
required with respect to distribution of 
property or transfers of 
partnership interests. The general rule 


partnership 


provides that the basis is to be al- 
a manner that reduces the 
difference between the fair market value 
and the adjusted basis of partnership 
properties. Under limitations imposed 


located in 
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on the general rule, allocation of basis 
is to be applied separately between cap- 
ital assets and trade or business proper- 
ties on one hand and other property on 
the other hand. Thus, basis adjustments 
that fall in one of these two categories 
must be allocated to partnership proper- 
ty falling in the same category. 

[he proposed bill would delete the 
two-category allocation rules for basis 
adjustments to partnership assets for 
transferee partners. It would retain this 
two-category rule in the case of dis- 
tributions of partnership property. It 
also adds to the statute the rule set forth 
in the Regulations to the effect that no 
basis may be allocated to assets where 
their adjusted basis is equal to or ex- 
ceeds fair market value. 


Exclusion of certain organizations 
Section 761 provides that two special 
categories of unincorporated organiza- 
tions may be excluded from the appli- 
cation of all or part of Subchapter K 
if all the members so elect and if the 
ade- 
quately determined without the com- 
putation of partnership taxable income. 


income of such members can be 


[hese are organizations availed of for 
investment purposes only or for the pur- 
pose of producing, extracting, or using 
property but not for the sale of such 
services or property. 

The proposed bill would permit the 
organization itself to file the election 
to be excluded from the application of 
all or part of Subchapter K, whereas the 
present law requires all of the members 
to so elect. However, present Regula- 
tions provide that the election may be 
made by the organization. This appears 
to be an area where simplification could 
be achieved without the loss of revenue 
by providing that these organizations be 
excluded from the definition of partner- 
ships. The present law presents numer- 
ous problems to these organizations and 
in particular to the small producer of 
oil and gas properties who is unin- 
formed as to the possible tax implications 
involved in failing to make such an elec- 
tion. This appears to be an unintended 
hardship that should be corrected. 


Conclusion 


I believe that these proposed changes 
in partnership tax law will be helpful 
in most cases to partners, partnerships, 
and their advisers. The tax practitioner 
should keep in mind that proposed legis- 
lation, current rulings, and court cases 
in the area of partnership tax law will 


add to his responsibility when planning 
or advising on partner and partnership 
transactions. 

Any discussion as to the possibility of 
enactment of these proposed changes in 
partnership tax law in the present ses- 
sion of Congress would be mere con- 
jecture. However, due to the tremendous 
amount of work and effort put into 
these proposed changes over a period of 
some four years, it is hoped that Con- 
gress will act favorably. 

The Subcommittee on Internal Rev- 
enue Taxation of the Committee on 
Ways and Means has done an admirable 
job in its endeavor to simplify, correct 
unintended benefits and hardships, and 
close so-called tax loopholes. It is hoped 
that such efforts will continue. 

Meantime, in preparation for the 


Congressional deliberations on Sub- 





Lender was creditor, not partner; can’t 
claim operating loss. The taxpayers hus- 
band and wife, lent money under the 
wife’s 


name to the husband’s brother- 


in-law. As consideration for the loan, 
the brother-in-law agreed that the wife 
was to receive one-half of the net 
profits from the operation of the busi- 
ness and, further, that at the time of 
sale, dissolution, or closing of the busi- 
ness, the wife was to receive, in lieu of 
the principal amount of the loan, one- 
half of the value of the business. The 
business lost money, and the taxpayers 
claimed a net operating loss carryback 
for one-half of the losses. The taxpayer 
that the so-called 


rangement created a partnership. This 


contended loan ar- 
court finds that there was no partner- 
ship and, further, that the parties are 
estopped to prove the same by virtue of 
their acts and conduct in filing income 
tax returns under oath, showing the 
parties not to be members of a part- 
nership. Millendar, DC Ga., 1/25/61. 


Ordinary income on partners’ sale of 
patent to partnership. Taxpayers were 
four brothers who developed, and re- 
ceived a patent for, a process of prepar- 
ing sea clams. They then sold the patent 
to a partnership, in which each had a 
one-fourth interest, in consideration for 
a fixed amount for each gallon of clams 
produced. Taxpayers received royalty 
payments from the partnership; they re- 
ported these payments as capital gains 
under Section 1235, which provides for 


New partnership decisions this month 
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chapter K, the Partnership Committee 
of the Taxation Section of the Ameri- 
can Bar Association is continuing to 
study the Advisory Group’s report, H.R. 
9662, and the outstanding proposals of 
the American Bar Association for revi- 
sion of the Subchapter. All of the re- 
commendations adopted by the ABA 
and not withdrawn were gathered to- 
gether and introduced in Congress last 
year by Representative Mills as H.R. 
10591 for ease in studying them. This 
ABA bill, of course, contained the pro- 
posals for amending Subchapter K. 
Members of the ABA Partnership Com- 
mittee are currently meeting with Treas- 
ury representatives and the staff of the 
Joint Congressional Committee on In- 
ternal Revenue Taxation (headed by 
Colin Stamm) in an effort to iron out 
differences in the various proposals. * 


capital gain treatment from the sale or 
exchange of a patent. The court holds 
that the amounts received are ordinary 
income, finding that in order to qualify 
under Section 1235 there must be a true 
economic sale or exchange of a patent. 
Here, however, before the transfer each 
taxpayer was the owner of an undivided 
one-fourth interest as an individual and 
after the transfer each was deemed to 
own a one-fourth interest as a result of 
his one-fourth interest in the partner- 
ship. The court also applies Section 
707(b)(2), which treats gains from the 
sale or exchange of property other than 
capital assets as ordinary income if the 
sale is between a partnership and a 
, of the 
capital interest, since under the attribu- 
tion 


partner owning more than 80% 
rules of that section a brother is 
considered as owning the interests in 
brothers. 


the business of his other 


Soffron, 35 TC No. 90. 


Distribution was of partnership share, 
not interest on loan. Taxpayer con- 
tended that he and another person had 
been in a partnership or joint venture 
involving grazing land, and that the 
half interest he received in the land was 
a distribution of his partnership share 
and not taxable. The Government con- 
tended taxpayer had made a loan to the 
other person to make the investment, 
and that the half interest was received 
as interest on the loan. The jury found 
for taxpayer. Whiteford, DC Kans., 12/ 
2/60. 
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Despite 306, preferred stock is still 


very useful in corporate tax planning 


by P. F. SCHWAIGHART, JR. 


Creation of preferred stock, at incorporation or later and then as Section 306 


stock, can provide a means whereby the tax planner can separate accumulated and 


future earnings and make possible a sale, a retirement, or a division of interests at 


death. Mr. Schwaighart examines the section and the Regulations on it and shows 


how it can be used (or avoided) in solving typical planning problems. 


prea STOCK is a tax planner’s 
favorite; unfortunately it has become 
1954 when 
it became subject to the hazard of classi- 
506 stock. A 
way to categorize 306 stock is to say 
simply that the planner would be better 
off without it. 


somewhat less useful since 


fication as Section short 


Section 306 confers no 
benefits; it opens no loopholes through 


which our tools may thrust. Though 


there are still legitimate uses of 306 
stock, most practical analysis is devoted, 
not to how to use Section 306, but 


rather to how to avoid it. 

The study begins with understanding 
Section 306 and the reason for its en- 
actment. The preferred stock bail-out, 
sanctioned in Chamberlin,! consisted of 
the issuance of a preferred stock divi- 
the stock 
and the immediate sale of the preferred 


dend to holders of common 
stock to a third party. This three-way 
transaction resulted in capital gain to 
the shareholders _re- 
ceived the corporate earnings at mini- 
mum little 


control 


sellers; thus the 


tax cost and with disturb- 


ance of their corporate and 


economic prospects. 

Congress moved to block this unin- 
tended benefit by enacting Section 306. 
Subsection (a)(1) provides that the dis- 
position of Section 306 stock other than 
by redemption, gives rise to ordinary 
income to the extent that proceeds do 
not exceed earnings and profits at the 
time of the stock dividend. (Earnings 
and profits are attributed ratably to the 
stock to the market 
value). Proceeds in excess of earnings 


extent of its fair 


reduce the basis and are capital gain 


after basis is recovered. No loss is recog- 
nized; disappearing basis is added by 
the Regulations to the basis of the com- 
mon stock—without statutory authority.? 

Important consequences are deter- 
mined by the source of the stock and 
the nature of the disposition. For ex- 
ample, the amount taxable upon sale de- 
pends upon whether the stock has been 
received as a dividend, acquired in a 
reorganization (where only gain may be 
taxed as a dividend), or received in a 
spin-off (where all boot is taxed as a 
dividend). Exchanges under Section 
1036, where boot is involved, produce 
somewhat different results. 

The Regulations include in a dispo- 
sition the pledging of Section 306 stock. 
In addition, subsection (a)(2) provides 
that in a redemption of the preferred 
stock ‘“‘the realized shall be 
treated as a distribution of property to 
which Section 301 applies.” Here, the 
earnings and profits taxable as ordinary 
income are determined at the time of 
redemption, rather than at the time of 
the stock 


amount 


dividend. No provision is 
made for the basis of the preferred 
stock which may well disappear in the 
redemption. However since our purpose 
is to illustrate the use of preferred 
stock in typical planning problems, we 
shall not go into these complexities here. 


Safe dispositions 

Section 306 is not applicable and or- 
dinary income does not result under the 
following circumstances: 

1. If the sale is in complete termina- 
tion of a shareholder’s interest, and is 


not made to a “related person” as de- 
fined in Section 318(a). Notice that there 
is no relief from the “family rule”, but 
that the shareholder may continue as 
an employee or director. 

2. If the redemption qualifies as a 
termination under Section 302(b)(3). 
Here relief may be obtained from the 
“family rule’ under Section 302(c)(2), 
but there can be no other continuing 
relationship.® 

3. If the redemption qualifies as a 
partial or complete liquidation, ap- 
parently on the theory that no bail-out 
thus ensues. Notice the lack of attribu- 
tion rules under Section 346. 

4. If no gain or loss is recognized on 
the disposition of the stock. 

5. If the entire chain of events was 
not designed for tax avoidance. This 
article will not review the various rul- 
ings on this point, which indicate a 
rather liberal view, particularly as to 
publicly held corporations. However, 
the Service has announced that it or- 
dinarily does not rule on whether a 
Section 306 transaction is in avoidance.5 


Section 306 stock defined 


Let us now proceed to the definition 
of “Section 306 stock.” Usually it is 
“preferred stock received either as a 
nontaxable dividend or in a transaction 
in which no gain or loss is recognized.’’6 
However, closer attention is required. 
Note first the primary importance of 
earnings and profits. If no part of the 
distribution would have been taxable 
if money had been distributed in lieu 
of the preferred stock, no taint ensues.7 
However, $1.00 of earnings taints the 
issue (assuming no other section of the 
Code would preclude a dividend), al- 
though subsequent taxability may be 
limited. With this important limitation 
in mind, section 306 stock includes: 

1. Stock dividends (other than com- 
mon on common) nontaxable to any ex- 
tent under section 305. 

2. Stock (other than 
ceived in a reorganization or separation, 


common) re- 


if any part of the gain was not recog- 
nized but only if: 

a. The transaction was “substantially 
the same as the receipt of a stock divi- 
dend”, or 

b. The stock was received in exchange 
for Section 306 stock. 

3. Stock the basis of which is deter- 
mined by reference to the basis of 306 
stock. 


These definitions raise more questions 
than they answer. For example, what 
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Accountant in the tax department of 
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is “substantially the same as the re- 
ceipt of a stock dividend”? The Com- 
missioner has ruled®§ that one and a half 
stock issued for 
one share of non-redeemable preferred 


shares of redeemable 


to the shareholders of the survivor of a 
merger lacked this equivalency. The rul- 
ing found that the company was public- 
ly held, that held little 
stock, that there was no dominant group, 


management 


and that the issue was for the conven- 
ience of the corporation. This is the 
only ruling on this point—and the only 
ruling on Section 306 in the current 
year. 

We have “Section 306 
stock” as “preferred stock”. It is im- 
portant, however, to note that common 
stock can also be tainted. The Code it- 
self offers several instances. Observe that 
306(c)(1)(C) (the “substituted 
basis” category) does not exclude com- 


referred to 


Section 


mon stock. Thus common stock received 
in a Section 351 transaction in exchange 
for Section 306 stock is tainted. Similar- 
nontaxable 
satisfaction of preferred dividend arrear- 
ages is 306 stock. Here a unique situa- 
tion arises: that portion of each share 


ly, common received in a 


representing current and 
years’ dividends is not 306 stock.® Stock 
rights (and stock acquired by their exer- 


cise) are section 306 stock to the extent 


preceding 


of the fair market value of the rights, 
if an equivalent cash dividend would 
have been taxable. I have sought in 
vain an exclusion of common stock from 
this category. Finally, common stock con- 
vertible into preferred stock is not “com- 
mon stock” for this purpose. 

Chis is not the whole definition. Is 
a junior common stock exempt from 
these considerations? The Commissioner 
has ruled! that redeemable non-voting 
common is 306 stock. Non-voting stock, 
or common with some preference (or 
restriction) as to dividends may be ac- 
ceptable." 


ivoiding or ending taint 


This is far from a complete analysis 
of Section 306 stock. We could indulge 
in endless speculation. Before proceed- 
planning 


more definite tax 


should consider the avoid- 


ing to 
aspects, we 
ance or removal of the taint. Were all 
incorporators given prescience, the prob- 
“Section 306 


lem would be 


simple. 


stock” must be distributed stock. Stock 
issued at the time of incorporation is 
not included. However, the 
possibilities of such an issue are limited. 
If 306 stock is exchanged for common 
stock in the same corporation, no taint 
“Thus, the shareholder is 
always permitted the opportunity to 
downgrade preferred stock characterized 
as Section 306 stock in his hands. . .”!* 
A prior or simultaneous disposition of 
the underlying common stock also 
preferred stock. While 
examples in the committee report and 


bail-out 


remains. 


cleanses the 


regulations assume a complete disposi- 
tion, a pro rata disposition would logic- 
ally appear to have a similar effect. Thus 
if 100 shares of preferred are received 
as a dividend on 100 shares of common, 
and 50 shares of common are sold, it 
would appear that 50 shares of pre- 
ferred are not section 306 stock. 

Death, the inevitable cure for many 
tax ills, also removes the Section 306 
stigma (although inter vivos gifts ob- 
viously do not). This will be an im- 
portant consideration for us later. An 
interesting aspect of this exemption 
arose in my practice. Does the 306 desig- 
nation of stock held as community prop- 
erty remain in the case of a surviving 
spouse? I have concluded that it does, 
assuming that Section 306(1)(A) governs 
with respect to the survivors, rather 
than Section 306(1)(C) which has refer- 
ence to substituted basis, eliminated by 
death. 

May the 306 designation be removed 
by transfer of tainted stock to a new 
corporation? The stock received in such 
a transaction is clearly Section 306 stock, 
but the new corporation has no earn- 
ings and profits. It would then appear 
that the subsequent sale of such stock 
would not be subject to Section 306(a) 


1207 F.2d 462 (cert. den. 3-8-54). 

2 Regs. Sec. 1.306-1(b), examples 2 and 3. 

% Regs. Sec. 1.306-2(a) (2). 

* Rev. Rul. 56-116, 1956-1 CB, 164; Rev. Rul. 57- 
103, 1957-1 CB, 113; Rev. Rul. 57-212, 1957-1 CB, 
114. 

5 Rev. Proc. 60-6, IRB 1960 12. 

® Regs. Sec. 1.306-1 (a). 

7 IRC Sec. 306(c) (2). 

5 Rev. Rul. 60-1 IRB 1960-1, 14. 

® Reg. Sec. 1.306-3(c). 

lo Rev. Rul. 57-132, CB 1957-1, 115. 

11 Mertens “Law of Federal Taxation,” 
22, p. 315. 

12 Sen. Rep. No. 1622, 83rd Congress, 2nd Sess., p. 
244. 

13 Mertens, Chap. 22, p. 299, note 73; p. 314, note 
59. 

it H.R. 13104. Section 6, August 23, 1960; H.R. 
4459, Section 7, February 12, 1959. (See Revised 
Report of the Advisory Group on Subchapter C, 
p. 18). 

15 Mertens. Chapter 22, p. 309, note 31. 
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(1) since the new corporation could not 
have declared a dividend. One author- 
ity hints at this treatment,!8 which is 
given credence by proposed legislation 
designed to treat the transfer to a con- 
trolled corporation as a taxable dispo- 
sition.14 Moreover, if the 
corporation is liquidated, the original 
stock loses its taint.15 


transferee 


Acceptable bail-outs 

Let us discuss the income tax prob- 
lems of a holder of 50% of the stock of 
a company with the following equity: 


Common stock—50 shares of 


$100 par value $ 50,000 
Retained earnings 1,000,000 
Total $1,050,000 


The company’s profits average $200,000 
after taxes and are expected to increase. 
No liquidation is contemplated. The re- 
maining stock is held by unrelated em- 
ployees, friendly to our client. 

Is it possible, first, to accomplish a 
bail-out—to receive the benefits of corpo- 
rate earnings, at capital gain rates, 
without loss of control? This is exactly 
the device Section 306 is designed to 
prevent. Various means are available: 

1. Declare a preferred stock dividend 
and sell it to an institutional investor. 
This is an obviously impossible solu- 
tion. 

2. Declare a preferred dividend, 
where the stock, by its terms has a low 
market value (limiting taxability) but 
which, by reason of deferred dividends 
or a later increase in call price will as- 
sume a higher value. The stock would 
then be sold when the higher value ob- 
Great 
since Section 306(g) applies the test of 


taians. care must be exercised 
fair market value, and of earnings and 
profits, to the date of any substantial 
change made in the terms of a stock, if 
such later test would result in a greater 
tax. This device is best adapted to the 
formation of a corporation. 

3. Declare a preferred stock dividend, 
transfer it to a controlled corporation 
and sell the stock of the controlled 
corporation. This method was suggested 
earlier. Proposed legislation may plug 
this loophole, if it in fact exists. 

4. Transfer the common stock to a 
controlled corporation in exchange for 
$25,000 common and $500,000 preferred 
of the controlled corporation, and sell 
the preferred. This method suffers no 
present taint, nor has it been impugned 
by the proposed statutes. We retain 








$50 
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control, obtain cash, and have a capital 
gain of approximately $500,000. 

5. Create a “common stock bail-out”. 
I do not refer to a junior issue which we 
discussed earlier. Assume that the tax- 
payer wishes to retain control, but is 
willing to limit his participation in fu- 
ture earnings. Let us issue a stock divi- 
dend of 50,000 shares of participating 
common stock with a par value of $1 
(or voting preferred, for that matter). 
Then sell the initial stock for $500,000 
(ten times earnings allocable thereto). 
The stock presently held is never Sec- 
tion 306 stock. In effect, the taxpayer re- 
(100 to 1), 
cashes in 50% of the market value of 


tains substantial control 
his stock, and divides future earnings 
with the purchasers of the old issue. 
Care must be exercised, in the fore- 
going alternatives, that a reorganization 
does not ensue, say under Section 368(a) 
(1)(B), which would result in the at- 
tribution of earnings and profits to the 
The 
should operate independently. Never- 


new corporation. shareholders 
theless, it would be a fascinating spec- 
that a 
purpose 


tacle to see a taxpayer argue 


transaction had no_ business 
other than tax avoidance. I do not see 


how Section 269 could be applied. 
Use of 306 stock 

Now, received a 
capital gain of almost $500,000 and pre- 


sumably of $125,000, 
netting $375,000. Can he improve his 


our taxpayer has 


must pay a tax 
lot? Let us assume that the unhappy 
man is in a 91% personal tax bracket. 
A preferred stock dividend, admittedly 
306 stock”, has its own ad- 
vantages. We will distribute $1,000,000 


of nonvoting, nonparticipatitng 6% pre- 


“Section 


ferred. The taxpayer will contribute his 
$500,000 share of the dividend to charity, 
as his limitations permit. He now re- 
taians $455,000 cash, as well as control 
and the right to future earnings re- 
duced by $30,000 annually. The stock 
remains 306 stock in the hands of the 
charity, which is generally inconsequen- 
tial. This treatment has been fully sanc- 
tioned by the Commissioner, absent a 
' prearrangement the 
foundation of the preferred stock which 
it received, or for the redemption by 
the corporation of any of its preferred 


for the sale by 


stock”.16 Presumably such prearrange- 
ment would elicit a different ruling, but 
it would appear ungrateful on the part 
of the donee in any event. This device 
is also attack. The Advisory 
Group has recommended an amendment 


under 


* June 1961 


to Section 170(b) whereby a charitable 
contribution of certain 306 stock would 
be reduced by the ordinary income 
which would have resulted from a sale 
of the stock.17 The same result would 
obtain, of course, by the contribution 
of common stock, if it could be under- 
stood that the stock could be redeemed, 
and if all shareholders acted in concert. 


Use in business sales 


Suppose that the shareholders of our 
company agree to sell their stock. A 
purchaser is found, willing to pay $2,000-, 
000 for 100% of the stock. He is short 


’ of cash, however, and does not wish to 


inherit the overhanging tax problem. 
The corporation does not have funds 
for a substantial redemption of stock. 
A Section 306 dividend of $1,950,000 
(declared in part from recording of 
goodwill) followed by a sale of the com- 
mon for $50,000 will enable subsequent 
redemption of the preferred (since the 
prior sale of common cleanses its taint) 
without the imposition of Section 306(a). 
Furthermore, the purchaser may acquire 
both the common and preferred look- 
ing to a subsequent disposal of the pre- 
ferred without consideration of Section 
306, since a bona fide purchase removes 
the stigma. This device may permit a 
more “shoestring” 
than that employed in Zenz.18 

It may even be desirable to arrange 
an “ABC” transaction, introducing a 


effective purchase 


third party to invest in the preferred 
stock (subsequent, of course, to the sale 
of the common). 

The any of the foregoing 
methods may be desirable or necessary 


use of 


for corporate purposes as well. Assume 
that the corporation is approaching a 
problem under Section 531. Although 
neither the issuance of a preferred stock 
dividend or its subsequent sale will re- 
duce earnings and profits under Regu- 
lations Section 1.312-1(d), subsequent 
dividends on the preferred will mitigate 
the accumulation problem. Redemption 
of such stock (but not its sale) will also 
reduce the accumulated "earnings. If 
dividends are inevitable, the gift of 
such stock to less favored taxpayers fol- 
lowed by redemption, may substantially 
reduce the tax without shifting control. 
The taint follows the gift, of course, and 
the redemption is unquestionably taxed 
to the donee under Section 306(c)(1)(C). 


16 Rev. Rul. 57-328, 1957-2 CB, p. 229. 

17 Revised Report of the Advisory Group on Sub- 
chapter C, pp. 16-17. 

18 Zenz V. Quinlivan, 213 F.2d 914, 


Here, at last, is a method of giving away 
the “fruit” (the dividend), without the 
“tree” (the common stock). 


In family tax plans 

Preferred stock has many remaining 
uses in corporate and family planning. 
Assume, for example, that the share- 
holder in our example is approaching 
retirement. He is content with his 
present accumulation of value and 
wishes reasonable certainty of income 
when his salary ceases. Young unrelated 
executives are restive and seek more 
control, as well as the fruits of their 
labor. They cannot afford to purchase 
the stock at its present value, nor does 
the present shareholder wish to pay a 
substantial tax. The distribution to the 
holders of the common of a preferred 
dividend of $1,000,000 would freeze 
their present accumulation. The com- 
mon stock could then be sold at a 
greatly reduced value to the younger 
group who would benefit from future 
appreciation. The preferred stock loses 
its taint (by reason of the disposition of 
the common) and may be sold or re- 
deemed without undue taxation. If divi- 
dend income suffices, the stock may be 
held until death with complete elimina- 
tion of tax upon the disposition. 

Much the same technique is applicable 
in fixing the value of stock for estate 
planning. Our taxpayer is concerned 
with the growing value of his estate, and 
wishes to establish a determinable value. 
Here again, a preferred stock dividend 
is indicated. A $1,00,000 dividend re- 
duces the book value of the common 
stock to $50,000. The common stock may 
then be given to family members at 
minimum gift tax cost. The imputation 
of additional value—goodwill—cannot 
be avoided, it is true, but the volatile 
common stock, including future increase 
in value is effectively removed from the 
taxpayer's estate. Furthermore, the tax- 
payer remains alive to defend his valua- 
tion. If the donor has less than full con- 
fidence in the objects of his bounty, 
he may readily protect himself by re- 
tention of control by issuing voting pre- 
ferred with an appropriately adjusted 
par value. The voting power, per se, 
should no effect upon the cir- 
cumscribed value of the preferred stock. 

The effect achieved 
through recapitalization under Section 
368(a)(1)(E). Here preferred stock is 
issued in exchange for common when 
certain shareholders become 


have 


same may be 


inactive, 


leaving control to the active group, and 
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protecting the equity of the retiring 
group. Notice that care must be exer- 
cised in sale or redemption of the pre- 
ferred stock in any family situation. The 
preferred stock is Section 306 stock, and 
may well remain so, despite disposition 
of the common. Hence, sale of all of the 
stock to a relative may invoke Section 
306(b)(1) and redemption may not 
qualify under Section 302(c)(2). Such a 
reorganization should take place ten 
years before proposed redemption. In 
any event, it may be well to repeat at 
this point that simultaneous or prior 
disposition of the common stock does 
not automatically confer immunity. The 
or his delegate” 
satisfied that the transactions were not 


Secretary must be 
motivated by tax avoidance. The regula- 
tions appear, however, to grant such im- 
munity without further ado.19 

\ final use of Section 306 stock in 
estate planning is most important. It is 
frequently desirable to retain relative 
control of a corporation within a family. 
Nevertheless, funds must be made avail- 


le for the payment of death taxes. 
[The use of non-voting preferred stock 
for this purpose may be vital. 306 stock 
has no taint for this purpose: outstand- 
ing 306 stock is cleansed by death, as we 
iave noted; and Section 303(a) would 
ppear to exempt preferred stock issued 
ifter death for this limited redemption 
purpose.2° Nevertheless, the creation of 
preferred stock in anticipation of death 
is advisable. In the first place, it may be 
difficult to effect a dividend after the 
death of a major stockholder whose 
estate desires such a stock. Secondly, the 
redemption may well be taxable in part, 
ilbeit as capital gain, since the basis of 
common stock in the estate allocated to 
the newly issued preferred may be less 
than its redemption value. 

[he ownership of preferred stock by 
the estate (no longer Section 306 stock) 
may also provide greater flexibility. The 
stock 


quests, 


may be used for charitable be- 


may be sold, or may be re- 
deemed (subject to Section 302) without 
loss of future 


family control or eco- 


nomic benefit. 


Conclusion 


The use of preferred stock in tax 
planning has been curtailed, it is true, 
but these examples show some of the 
remaining applications. Further exten- 
sion of these suggestions are limited 


IRC Sec. 306 (b) (4); Reg. Sec. 1.306-2(b) (3). 
© Sen. Rep. No. 1622, 83rd Congress, 2nd Sess., p. 


230. 


only by the ingenuity of the tax planner. 
Crucially important is foresight: fore- 
sight at the time of incorporation, fore- 
sight at a time when earnings and profits 
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are low, foresight in anticipating needs 
after death. And, as has been so often 
pointed out by our wiser heads, foresight 
is the essence of tax planning. * 


Tax Court holds interest-free loan to 


shareholder creates no taxable income 


by JAMES T. WILKES, JR. 


The Tax Court, in the Dean case, has just ennunciated a tax rule of considerable 


interest and having implications beyond the confines of this particular set of facts. 


This article analyzes the decision holding that interest which might have been 


attributable to a loan by a corporation to a stockholder does not give rise to 


taxable income. 


5 Tax Court, by its recent opin- 
ion in J. Simpson Dean, (35 TC 
No. 133) has taken a bold step into a 
new and interesting area. There, in a 
decision reviewed by the full court, it 
was held that no taxable income resulted 
to the stockholders of a controlled cor- 
poration where the corporation made 
loans to the stockholders on an inter- 
est-free basis. To the majority of the 
court, the important factor appears to 
have been that, had the taxpayers been 
required to pay the interest, they would 
have been entitled to an interest de- 
duction offsetting the asserted interest 
income. 

The 
showed that the taxpayers owned nearly 


facts, which were stipulated, 
90% of the Nemours Corporation, a 
personal holding company, and were 
indebted to the corporation on non- 
interest bearing notes in the amount of 
$2,000,000 


taxable years in question. Relying on 


approximately during the 
the theory that the taxpayers enjoyed 
an economic benefit, the Commissioner, 
by amended answer, asserted a deficiency 
based on an interest rate of 6%, the 
legal rate of interest in Delaware, the 
state of incorporation. 

Inasmuch as the stipulation showed 
that the taxpayers could have borrowed 
money at the prime rate, the Commis- 
sioner, on brief, argued that the measure 
of the income attributable to the tax- 
payers from the free use of the bor- 
rowed funds should be the lesser prime 
rate of interest rather than the legal 
rate. 

The Commissioner’s theory in the 
case apparently had its inception in a 
statement by the Tax Court in an earlier 
liability 
There, in 


case gift tax 


of the 


involving the 


same petitioners. 


Paulina du Pont Dean, (TCM 1960-54) 
\ Viewed real- 
istically, the lending of over two million 


the court stated: 
dollars to petitioners without interest 
might be looked upon as a means of 
passing on earnings (certainly potential 
lieu of divi- 


earnings) of Nemours in 


dends, to the extent of a reasonable in- 


terest on such loans... . 


In the instant case, however, when 
actually faced with the problem of de- 
ciding the effect of the transaction de- 
scribed in the quotation, the Tax Court 
gave no weight to the dictum of the 
earlier case. 

The government argued that the case 
should be controlled by a series of cases 
taxing stockholders and corporate off- 
rental value of 


cers on the fair cor- 


porate property used. by them on a 


rent-free basis.' The majority of the 
court noted that the taxpayers in the 
rent cases, had rental payments actually 
been expended, would have been en- 
titled to no corresponding deduction to 
offset the created income (as opposed to 
the taxpayers in Dean) and refused to 
find the 
distinguishing the rent cases and un- 


rent cases controlling. Thus 
able to rest its opinion upon any af- 
held: 
that an interest-free loan results 


firmative Court 


“ 


authority the 
in no taxable gain to the borrower, .. .” 
a statement couched clearly in terms of 
general application. 

In a separate concurring opinion four 
judges expressed the viewpoint that it 
was necessary only to find that no de- 
ficiency existed by reason of the nulli- 
fying deduction which would accom- 
pany any additional income to the tax- 


1 Charles A. Frueauff, 30 BTA 449; Percy M. 
Chandler, 119 F.2d 623 (CA-3); Reynard Corpora- 
tion, 30 BTA 451; P. du Pont Dean, 9 TC 256. 
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payers. To them the generalization of 
the majority that—‘‘an interest-free loan 
results in no taxable gain to the bor- 
rower” was far too broad. 

In a dissenting opinion, Judge Bruce, 
who had authored the dictum in the 
earlier memorandum decision in the 
gift tax case, adopted the viewpoint of 
the concurring opinion and _ stated 
further that the taxpayer had failed 
to plead and establish that, had they 
been required to pay interest on the 
loans, they would have been entitled 
to deduct the interest so paid. 

While no deficiency would result from 
attribution of interest income to the 
taxpayers in Dean, if they were per- 
mitted the corresponding deduction, the 
conclusion of the majority that there 
was no gross income to the Deans seems 
highly questionable. In a different fac- 
tual situation, the broad language of 
the opinion could produce a more signi- 


ficant impact. Suppose the indebtedness 


to the corporation is “incurred . . . to 
purchase or carry obligations . . . the 
interest on which is wholly exempt 


from taxes” under Section 265(2). 
Or suppose that the taxpayer in ques- 
tion is in a position to utilize only the 
optional standard deduction. In such 
situations, where the offsetting deduc- 
tion is not available to a taxpayer, the 
basis for distinguishing the rent cases is 
not applicable. 

The case, being one of first impres- 
sion, will undoubtedly not be the last 
word on the subject. Because of the sig- 
nificance of the opinion, due to its ap- 
plication to other circumstances such 
as those mentioned above, the govern- 
ment will undoubtedly take an appeal 
from the decision of the Tax Court. 
When it faced with 
avoiding the embarrassing language of 
a 1955 Rev. Rul. 55-713 (1955-2 CB 23) 


involving split-dollar insurance, where 


does, it will be 


the Commissioner found: “. . . the sub- 
stance of the insurance arrangement be- 
tween the parties is in all essential re- 
spects the same as if Y corporation 
makes annual loans without interest. . . . 
The mere making available of money 
does not result in realized income to 
the payee or a deduction to the payor.” 
[Further implications of the Dean case 
for split-dollar insurance will be dis- 
cussed in considerable detail in an arti- 





[Mr. Wilkes is a member of the Chicago 
bar, associated with the Chicago law 
firm of Seyfarth, Shaw, Fairweather & 
Geraldson.] 
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cle scheduled here next month. | Ed.] 

At any rate, the Tax Court’s view 
of the issue in Dean should provide food 
for the fertile imaginations of taxpayers 
who are in a position to obtain the 
benefits of interest-free loans. * 


Commissioner attacks 
Section 337 liquidations 


THE ComMIssIONER has taken the posi- 
tion in a pending Tax Court case (Plaza 
Liquor Co., Docket No, 88680) that Sec- 
tion 327 is not applicable where a corpo- 
ration fails to file Form 966 (information 


- return) within 30 days after adoption of 


the plan of liquidation. Thus, he asserts 
a double tax on the corporation as 
well as the shareholders. Most tax men 
think the filing of this information re- 
turn is not a condition to the applica- 
tion or Section 337, but until the courts 
speak, extreme caution is indicated. 


*Oil development group not taxable as 
a corporation. A number of investors 
in oil leases on nearby land agreed with 
three organizers to develop the proper- 
ties as a unit. Each investor gave the 
organizers a power of attorney to ar- 
range for the development of the prop- 
erty, to enter into operating agreements, 
etc. These powers of attorney were 
revocable on 10 days notice. The district 
court held, considering the revocability 
of the power, that the group did not 
have the degree of centralized manage- 
ment necessary to classify it as a corpo- 
ration for tax purposes. This court re- 
verses. It looks at the practical effect of 
the organization and finds that it has 
achieved substantially the operating ad- 
vantages of a corporation. Stierwalt, CA- 
10, 3/14/61. 


Stock acquired from dissenting share- 
holders not held for speculation; no 
loss allowed (1939 Code). As required 
by Federal banking laws, taxpayer pur- 
chased shares of its own stock from 
shareholders who disapproved of a pro- 
posed merger. Later the shares were sold 
at a loss. Under the 1939 Code, this 
loss is deductible only if taxpayer was 
dealing in its own shares as it would 


deal in the shares of another corpo- 


ration. [Under the 1954 Code no loss is 
allowed to a corporation on its own 
shares under any circumstances, nor is 
gain taxed.—Ed.] The court finds tax- 


An examination of the statute and 
regulations discloses no support for the 
Commissioner’s position in the Plaza 
case. In fact, neither the Code nor the 
Regulations thereunder makes any men- 
tion of information returns, nor of the 
effect of failing to file such information, 
The approach taken seems to be a prime 
and unauthorized attempt at adminis- 
trative legislation. We are advised that 
there were other grounds asserted by 
the Commissioner in the Plaza case for 
the disallowance of the application of 
Section 337, and hence the Tax Court 
may not necessarily be required to pass 
on this issue. It also appears the same 
position has been tentatively asserted 
in other cases, but later conceded by the 
Commissioner. Meanwhile, of course, 
tax men should avoid any risk on this 
point and carefully file the required 
Form of 966 within 30 days after adop- 
tion of the plan of liquidation. w 


New corporate decisions this month 





payer was not so dealing in its shares 
and disallows the loss. Girard Trust 
Corn Exchange Bank, DC Pa., 3/2/61. 


Alleged interest payments were divi- 
dends. The assets of a sole proprietor- 
ship were transferred to a new corpora- 
tion in exchange for 200 shares of $100 
par value common stock and a promis- 
sory note for $90,000 duc in five years. 
At the end of the five year period, the 
note was extended for an additional five 
year term. Interest on the notes was paid 
regularly when due and the corporation 
claimed a deduction for it. The district 
court concluded that the “notes” were 
an equity investment in the corporation, 
subject to the risk of the corporate 
venture, of property essential to its 
operations, that the notes were never 
intended to be enforced according to 
their terms, and that the interest pay- 
ments were not true interest payments 
deductible under the IRC, but rather 
payments in the nature of. dividends.” 
This court affirms, saying that although 
the factor of “thin incorporation” was 
absent in other factors 
cited by the district court are relevant 
considerations in determining reality of 
the situation, e.g., that the notes were 
extended when due in spite of the 
great prosperity of the corporation. The 
combination of evidentiary facts point- 
ing toward risk-capital was strong 
enough that this court could not say 


this case, the 
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that the finding of the district: court 
was Clearly erroneous. Brake & Electric 
Corp., CA-1, 3/9/61. 


Loss carryover disallowed on acquisi- 
tion to avoid tax. Taxpayer was organ- 
ized in 1949 to develop and market corn- 
pickers. It sustained losses from 1950 
through 1953 and then abandoned that 
business. Benjamin A. Snyder and his 
brother each acquired 31% of the tax- 
payer's outstanding shares at its organ- 


) 


ization and purchased the remaining 
shares for a nominal price in 1953. Mr. 
Snyder was also the sole stockholder of 
a corporation engaged in the business 
of buying and selling molasses and he 
owned, as an individual, tank cars for 
transporting the molasses, from which 
he received rental income. On Septem- 
ber 1, 1953, Snyder, after becoming tax- 
payer’s sole stockholder and owner of 
its notes payable, sold his tank cars to 
taxpayer. From that date until the end 
of the taxpayer’s fiscal year ending 
February 28, 1954, its sole income was 
rent from the use of the tank cars. This 
income was offset on its tax return by 
a claimed net operating loss deduction 
derived from its cornpicker business. On 
March I, 


merged into the taxpayer. This court 


1954, the molasses corporation 
affirms the Tax Court’s finding that 
Snyder acquired control in 1953 to get 
the benefit of the loss carryover. It re- 
jects taxpayer’s contention that he al- 
ready had control by attribution of his 
brother’s stock. The court agrees with 
the Tax Court and other circuits that 
Section 269 is applicable to disallow the 
loss in this situation. Snyder Sons Co., 
CA-7, 3/17/61. 


*Liquidation and sale effected a re- 
organization. Wellington Funds, Inc., a 
mutual fund, had 


separate contracts 


with Wellington Corporation for in- 
vestment and advisory services and with 
W. L. Morgan & Company for the na- 
tional promotion and distribution of 
the Fund’s securities. These contracts 
constituted the principal if not the ex- 
clusive business of the investment ad- 
visor and distributor. Taxpayer was the 
sole stockholder of both the advisor and 
the distributor. In 1952, the Fund can- 
celled its contract with the advisor and 
immediately thereafter entered into a 
contract with the distributor (Morgan) 
for advisory services. The advisory cor- 
poration sold furniture and equipment 
to Morgan and also transferred its re- 
search data to it. The advisor distributed 


to its sole stockholder (taxpayer here) 
all its assets, cash, and U. S. Treasury 
bonds. He treated this as a distribution 
in liquidation of the advisor and reports 
long-term capital gain. The Commis- 
sioner, however, determined a deficiency 
on the ground that the distribution was 
taxable as a dividend. The Tax Court 
held that even assuming all the other 
conditions had been met, the distribu- 
tion could not qualify as dividend in- 
come because the taxpayer had not ex- 
changed his stock in the liquidated ad- 
visor for stock in Morgan. This court 
reverses, saying that the distribution 
was made pursuant to a plan of re- 
organization. The majority opinion says 
that if the assets of the transferor (the 
advisory firm) had been transferred to 
a newly-formed corporation in ex- 
change for stock, there would be no 
question that boot would have been re- 
ceived and taxed as dividend income 
and the fact that an existing corpora- 
tion (Morgan) in which the taxpayer was 
the sole shareholder was the transferee 
does not alter the true nature of the 
The opinion 
said that it would agree if additional 


transaction. dissenting 
worth had been added to the transferee 
corporation by reason of the corporate 
transfer of valuable assets of the liqui- 
dating corporation, but where, as in this 
case, there was a sale at fair value, the 
transfer of office furniture and equip- 
ment does not enrich the transferee. 
Morgan, CA-3, 3/21/61. 

Fee to related S&L Association dis- 
allowed. Three brothers owned the stock 
of taxpayer corporation and the stock of 
a savings and The 
corporation developed a tract of land 


loan association. 
and claimed as the cost of some ninety 
houses $5,000 per house. The Tax Court 
found no proof that the cost was more 
than $4,000 and if the additional $1,000 
was paid, as claimed, to the savings and 
loan association as a financing fee, it 
would not be allowable. The brothers 
were merely attempting to obtain a de- 
duction for the taxpaying construction 
corporation by diverting funds to the 
exempt savings and loan association, 
from which they hoped to recover them 
at capital gain rates. This court affirms. 
Biltmore Homes, Inc., CA-4, 3/27/61. 


Cotenants’ income and expenses must 
be allocated between them. Two water 
companies formed a third water com- 
pany which was owned equally by them. 
The three companies were cotenants in 
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certain property; the controlled com- 
pany reported all the income and ex- 
penses of the property. The court holds 
that the income and expenses must be 
allocated among the three cotenants. 
Anaheim Union Water Co., 35 TC No. 


112. 


Receipts from controlled corporation 
were profit on construction contract. 
Taxpayer, a building contractor, orally 
agreed with his corporation to construct 
an apartment house project. He _ re- 
ceived more than the contract price, and 
claimed that the excess was not profit 
on the contract but a partial return of 
his investment in the corporation. The 
court includes the full amount as profit. 
Taxpayer was in control of the corpo- 
ration and the funds. Riley, 35 TC No. 
95. 


Deed of land to stockholders was re- 
turn of loan not a dividend. An assign- 
ment of a land contract by stockholders 
to their corporation made at the specific 
request of the bank at which the corpo- 
ration was establishing a line of credit 
was a loan to the corporation and not 
a conveyance of title. Payments made by 
the corporation to the vendors under 
the contract are therefore rent required 
under a lease between the corporation 
and its stockholders to be reported by 
the stockholders as rental income. Ac- 
cordingly, when the stockholders re- 
ceived a deed to the property direct 
from the vendors under the land con- 
tract, it was not reportable by them as 
a corporate dividend. The Tax Court 
is afhrmed. Callner, CA-7, 3/14/61. 


Redemption of stock not equivalent to 
payment of dividend. In 1954, taxpayer 
acquired the stock of a deceased stock- 
holder from a 
third stockholder. In 1955 a portion of 
the stock acquired from the deceased 
stockholder was assigned to the lending 


with funds borrowed 


and en- 
dorsement to the third stockholder was 
in cancellation of 


stockholder. The assignment 


the taxpayer’s in- 
debtedness. Almost simultaneously with 
the endorsement over to the third stock- 
holder, the corporation redeemed the 
shares which had previously been ac- 
quired from the deceased stockholder. 
The Government contended that the re- 
demption through the third stockholder 
of the shares which taxpayer had owned, 
with the concomitant cancellation of 
the personal note of the taxpayer, re- 
sulted in a payment to taxpayer which 
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was essentially equivalent to a corpo- 
rate dividend. Taxpayer, on the other 
hand, alleged that none of the inter- 
parties in the corporation in- 
tended that the taxpayer should retain 
the shares of the deceased stockholder 
and that the taxpayer acted only as a 
conduit for the corporation in order to 


ested 


facilitate the anticipated redemption of 
the shares. After finding for the Govern- 
ment in its first published opinion, the 
court is persuaded to change its mind. 
It now finds the facts to be as taxpayer 
alleges. Thus, this court concludes that 
the payment received by the taxpayer 
from the corporation was not essentially 
equivalent to a dividend. Erickson, DC 
Ill., 12/5/60. 


Jury approves surplus accumulation. 
The charge to the jury on the issue of 
the reasonableness of a surplus ac- 
cumulation of two corporations does not 
state the facts. Apparently the corpo- 
rations contended the surplus was 
needed for expansion and the purchase 
of a building in which the business was 
to be conducted. The jury found no un- 
reasonable surplus accumulation. Whit- 
field King & Co., DC Tenn., 2/25/61. 

Liquidating distribution of patent li- 
cense agreement has ascertainable value. 
The fair market value of three patent 
license agreements received by a dece- 
dent upon liquidation of a corporation 
was found by the Tax Court to be as- 
himself 
had valued them at $22,500 in his in- 


certainable since the decedent 


come tax return in the year of liquida- 
tion. Accordingly, the liquidation was a 
closed transaction, and all royalties re- 
ceived in pursuance of the agreements 
subsequent to the date of liquidation 
This 


contract 


ordinary income. 
Whether the had an 
ascertainable value is entirely a ques- 


were court 


affirms. 


tion of fact, and the Tax Court’s finding 


is supportable. Marsack Estate CA-7, 


3/30/61. 


Sale of stock because of heart attack 
not within collapsible rules. ‘Taxpayer's 
corporation purchased vacant land in 
1949 and erected apartment houses on 
it. Construction was completed and the 
apartments fully rented in 1950. Tax- 
payer had had a heart attack in 1947 
and had another in 1951. The day fol- 
lowing his second attack, he sold his 
stock. that time he refused 
offers for its sale. Characterizing tax- 


Prior to 


payer as a man more than normally con- 
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cerned with his health, the court holds 
the collapsible corporation rules do not 
apply. The evidence is clear that tax- 
payer had no intention of selling until 
his second heart attack and then the 
sale was sudden. The argument that he 
could have reasonably anticipated the 
second attack is rejected; otherwise it 
would be impossible for anyone who 
heart attack to invest in 
this type of business. Five judges dissent. 
The “intent and purpose” called for in 
the statute has nothing to do with the 
motive or reason for the sale. Taxpayer's 
intention sell, and at a time 
prior to a realization of a substantial 
portion of the income. Temkin, 35 TC 
No. 101. 


ever had a 


was to 


Corporation not collapsible; sale was 
due to doctor’s advice to owner. Tax- 
payer, a real estate developer, acquired 
land on which to construct an apart- 
ment house project. In order to obtain 
FHA insurance of the mortgage, the 
property was transferred to a corpora- 
tion of which taxpayer owned all the 
common stock. Taxpayer, individually, 
was the and 
of the apartments. Because of a doctor’s 


contractor also manager 
advice that he needed more physical ac- 
tivity than managing the apartments 
and in order to return to the construc- 
tion business, taxpayer, in the year 
after the project was completed, entered 
into a new development. In the follow- 
ing year, because of his increased in- 
volvement in the new project, taxpayer 
sold his stock in the corporation. The 
Tax Court holds that the corporation 
was not collapsible as not formed or 
availed of with the proscribed “view.” 
Taxpayer's sale of stock was attributable 
solely to circumstances which arose after 
completion of construction of the pro- 
ject. Akhough taxpayer was an evasive 
witness whose prior record was not con- 
ducive to credibility, nevertheless his 
testimony was uncontradicted and con- 
sistent with other facts. Five - judges 
dissent on the ground that taxpayer 
failed to sustain his burden of proof 
and that the doctor’s advice had nothing 
to do with the sale of the stock. Riley, 
35 TC No. 95. 


Gain realized from collapsible property 


not bargained purchases. Taxpayers 


transferred land to one of their corpo- 
rations in exchange for common stock 
having a par value equal to their cost, 
and transferred other land costing $16,- 
000 to another corporation for $40,000 


par value common stock. Apartments 
were constructed by both corporations. 
The architects in both cases received 
stock in addition to cash for their fees. 
Within three months after issuance, the 
architects sold the stock to taxpayers at 
considerably below par. A year later the 
corporations redeemed the stock at 
greater than par. Taxpayers claim the 
gain on the redemption is not taxable 
under the collapsible corporation pro- 
visions since more than 30% was not 
attributable to the statutory property. 
Finding that the value of the stock 
issued to the architects was the price at 
which they sold it to taxpayers and not 
the par value, the Tax Court holds the 
70-30 rule does not apply. Taxpayers’ 
gain is ordinary income. The conten- 
tion that the source of taxpayers’ gain 
was the advantageous purchase from the 
architects is spacious. Reliance on direc- 
tor’s and 
prime face value of stock is not suffi- 


resolutions state laws as to 
cient to overcome taxpayers’ burden of 
proof. These reasons also apply to the 
argument that the source of part of tax- 
payers’ gain was transfer of the land to 
the second corporation. Short, 35 TC 
No. 103. 


* Attribution rules fail to make redemp- 
tion essentially equivalent to a divi- 
dend. Decedent owned slightly more 
than 50% of the stock of a corporation 
and another person, unrelated, owned 
about 37%. The other 13% was owned 
by decedent’s family. Pursuant to a 
stock retirement agreement between de- 
cedent and the other principal stock- 
holder, the corporation redeemed some 
of decedent’s stock after his death. As 
a result, the estate’s ownership dropped 
to 41%, 
rose to 43%, and decedent’s family then 
owned 16%. The Commissioner allowed 
part of the proceeds to qualify under 
Section 303 and treated the balance as a 
dividend. The Tax Court holds for the 
estate. Without the attribution rules the 
redemption is not essentially equivalent 
to a dividend. The same result follows 
even after applying attribution, because 
of the minority interest 
present and because of the substantial 
minority interest present and because of 


the other shareholder’s interest 


substantial 


the friction between the executor and 
decedent’s family. There was a_ sub- 
stantial dislocation of stock- 
holdings and a significant change in 
control. Thomas G. Lewis (35 TC No. 
11) distinguished. Estate of Squier, 35 
TC No. 105. 
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TAX PROBLEMS & OPPORTUNITIES IN 


Real estate 
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Pros and cons of holding real estate 


separately, jointly, or in corporate form 


by PAUL E. ANDERSON 


When an individual decides to invest in real estate, tax problems arise with one 


of the first questions: how to take title—individually, jointly with his wife, or 


through a corporation? This article summarizes the tax aspects, provides some 


summary tables for quick analysis, and points out difficulties, notably the questions 


about joint tenancy that are unanswered by the Regulations. 


N INDIVIDUAL INVESTING in real es- 
As can choose among several alter- 
native forms of ownership.1 If he is 
unmarried, he may select either the in- 
dividual or the corporate form of owner- 
ship. If married, his choice of owner- 
ship is broadened. Should he take title 
solely in his own name? Or in the name 
of himself and his wife as joint tenants? 
Or as tenants in common? Or by the 
entireties? Or as community property? 
Or should he and his wife incorporate 
the ownership of the property? 

And suppose an individual plans to 
with another person. 
Should they use the partnership form 
of ownership? Or should they hold the 
property as tenants in common? Or as 
joint 


own property 


tenants? Or should they incor- 


porate? 


Individual ownership 


If an individual holds title to trade 
or business property or to property held 
for the production of income, he must, 
of course, report all the gross income 
in his individual tax return for the year 
in which the income is received or ac- 
crued; correspondingly, he is entitled to 
deduct all the expenses on the property, 
including the allowance for deprecia- 
tion, in the year paid or incurred. 

As a result, the net income from the 
property is taxed to the owner at his 
personal rate of taxation on ordinary 
income. The net income will be taxed 
to him in the year received or accrued 
even though it may all have been rein- 
vested in the property by expenditure 


for improvements or by payments to re- 
duce a mortgage indebtedness. The only 
shelter available to him against the in- 
cidence of the income tax is the annual 
allowance for depreciation on the prop- 
erty. 


Corporate ownership 


But if the individual transfers the 
property to a corporation, this tax pic- 
ture is changed considerably. The net 
income realized on the property will 
be taxed at corporate income tax rates. 
As in the case of an individual, all the 
net income will be taxed at corporate 
tax rates, whether or not it is rein- 
vested in the property. 

Thus the question of the advisability 
of the corporate or individual form of 
ownership becomes one of choosing be- 
tween the respective tax rates imposed 
upon net income of an individual as 
compared with the corporate rate. Cur- 
rently the corporate rate is 30% on 
the first $25,000 of net income earned 
in the year and 52% on all additional 
net income. The individual rate in- 
creases from 20% on the first $2,000 of 
taxable income to a maximum of 91% 
on income over $200,000. 

But the simple comparison of rates 
does not give the full picture. If the 
income is earned by an individual, he 
is free to use the income after taxes 
for whatever purpose he desires. On the 
other hand, income earned by a cor- 
poration can be used only for corporate 
purposes; if it is used for the personal 
benefit of a stockholder, the amount so 
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used will be taxed to him as a dividend 
received. The amount of the dividend 
will be included in the stockholder’s 
ordinary income in the year received, 
subject to a small dividends-received de- 
duction and credit. 

Obviously, then, if the owner of the 
property needs the income for current 
living or personal expenses, he will be 
much better off taking title in his own 
name; in this manner he will escape 
a double tax on the income, once at the 
corporate level and once at the indi- 
vidual level. 

If the owner is willing to permit the 
corporation to accumulate net income 
from the property, he may find the 
corporate form less expensive in taxes. 
But the accumulation of income by a 
corporation involves many problems; 
and even if the accumulation of earn- 
ings is proper, the owner can enjoy the 
benefit of the earnings only by borrow- 
ing on his stock. If he attempts to dis- 
tribute out the earnings, he will be 
taxed on the receipt of a dividend, un- 
less the distribution is in liquidation 
of the corporation. 

On liquidation, or on sale of the 
stock, the owner will be faced with at 
least the imposition of a capital gains 
tax on the amount received in excess 
of his basis for the stock. The only way 
of escaping the capital gains tax is by 
death; after death the stock will take a 
basis in the hands of the estate or dis- 
tributee equal to its value. 


Rule on death 


This rule on the death of the stock- 
holder should be compared to the rule 
applied in the case of the death of an 
owner who held the property in his own 
name. If a stockholder dies, his stock 
receives a basis adjustment equal to its 
value; the basis of the property to the 
corporation is unaffected by the death 
of an owner of the stock. But if an in- 
dividual owner of property dies, the 
property itself is taxed in his estate. 
Consequently, the property itself re- 
ceives a new basis equal to its value in 
his estate. The new owner of the prop- 
erty after the death of the original 


1This article is adapted with permission from 
Tax Factors in Real Estate by Paul E. Anderson 
© 1960. Prentice-Hall, Inc., Englewood Cliffs, N.J. 
2 Eugene Merrick Webb Estate, 90 TC 126 (1958). 
8 Allen v. Beazley, 157 F.2d 970, 973 (CA-5, 1946). 
4 Haynes, 7 BTA 465 (1927) acqg. VII-1 CB 14 
[but if local law allocates all the income to H, this 
rule will be followed for Federal purposes]. 

5 IT 8785, 1946-1 CB 98, 99. 

® GCM 15530, XIV-2 CB 107, 108. 

TIT 8754, 1945 CB 143, 144. 
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owner will, therefore, be entitled to a 
new basis for the purpose of deprecia- 
tion and for the purpose of computing 
gain or loss on a sale or other dis- 
position. Thus the benefit of the basis 
adjustment, if upward, is applied di- 
rectly to the property, unlike the case 
of corporate ownership. 

Exhibit I compares the advantages of 
individual ownership of real property 
and the advantages of corporate owner- 
ship. 


Tenancy in common 


is entitled 
to report his proportionate part of the 


Fach tenant in common 
gross income from the property less his 


proportionate part of the deductible ex- 


yenses paid or incurred. Even if he 
I 
pays a larger share of the total ex- 


penses, he is entitled to deduct only his 
proportionate share of the expenses as 
measured by his interest in the proper- 
ty.2 The payment in excess of his pro- 
portionate share is treated as an advance 
to his co-owners. 

Similarly, gain or loss incurred on the 
sale or other disposition of the property 
co-owners in 


is allocated among the 


proportion to their interests in the 
property. Absent proof of actual owner- 
ship to the contrary, the proportionate 
share attributed to each owner will be 
governed by their respective interests 


in legal title to the property. 


Joint tenancy 


Each joint tenant is required to re- 
port his proportionate share of the gross 
income from the property as measured 
by his interest in the property.4 Simi- 
larly, he is entitled to deduct his pro- 
portionate share of the expenses paid 
or incurred, but only if he actually pays 
his share.5 If one of his joint tenants 
pays the expense in full, the deduction 
for the expense is allowable only to the 
joint tenant who pays it. 

The reason for this difference in 
treatment between joint tenants and 
tenants in common is found in the na- 
ture of the liability of each; each joint 
tenant is liable personally for the whole 
of the expense incurred on the property. 
But a tenant in common is personally 
liable only for his proportionate share 
of the expense.® 

Gain or loss on the sale or other dis- 
position of the property is allocated 
among the joint tenants in proportion 
to their respective interests in the prop- 
erty. Ordinarily they are presumed to 


have equal undivided interests, and the 
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gain or loss is, therefore, divided equally 
among themselves.? 


Partnership form of ownership 


Suppose the owners of a parcel of 
property decide to contribute the prop- 
erty to a partnership. What will be the 


tax consequences of the partnership 
form of ownership? 

Except for a number of specially- 
enumerated deductions, the partnership 
is entitled to net its deductions against 
its gross income; each partner need 
report only his proportionate share of 





EXHIBIT I: Individual versus Corporate Ownership 


Individual 
Ownership 


Factor of Comparison 





Tax rates on current in- 
come: 


20% on 
22% on 


(Individual rates com- a 
puted on basis of sep- 30% 
arate return; on joint 34%, 
return, brackets would hy iat 
be doubled) 487, "” 
i a 
50%, ” 
re 
56%,” 


nor» 
59% 


Above $26,000, rate 
rises from 62% to 


Corporate 
Ownership 





first $2,000 
next $2,000 


30°,, on first $25,000 


” 2,000 
"= 2000 
“ 2,000 
Tap OO 
” 2,000 
” 2,000 
weep 2 tL 
” 2,000 
” 2,000 
” 4,000 


Above $25,000, rate is 
52% 


91% on excess over 
$200,000 


Other income earned by Added 
individual 

Depreciation deduction 

Use of moneys for per- 
sonal purposes of in- ity 
dividual 

Sale of property 

loss 


Use of sale proceeds by No 
individual 


bility 


to income 
from property 


Taken by individual 


No further tax liabil- 


Section 1231 gain or 


further tax lia- 


Not added 


Taken by corporation 

Dividend, taxed as 
ordinary income to 
individual 

Section 1231 gain or 
loss, unless in liq- 
uidation 

Dividend; or liquida- 
tion distribution giv- 
ing rise to capital 
gain or loss 


Net current losses from Can be offset against Can be offset only 

property other individual against corporate in- 
income come 

Deduction of loss on sale Section 1231 loss Section 1231 loss; if 


of property 


loss on Section 337 
liquidation, capital 
loss to individual 


Additional penalty taxes None Personal holding com- 
pany tax 
Surtax on excessive ac- 
cumulations 
Accumlated earnings Unlimited $100,000 


credit 


Death of individual 


adjusted to value 


Basis for 


property Basis for property not 
adjusted; only basis 
for stock adjusted to 
value 
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partnership net income, together with 
his share of the specially-stated items of 
deduction. These items of net income 
and deductions are reportable by the 
partners as if they had been realized 
by themselves personally.§ 

But despite the apparent simplicity 
of the partnership form of ownership, 
we must remember that the partnership 
constitutes an additional business entity 
that lies between the partners and the 
property. And the interposition of this 
extra entity by itself can give rise to a 
number of complicating factors and dis- 
advantages. For example, it is the part- 
nership, not the partners, that owns the 
property. Therefore, if one of the part- 
ners dies, only his partnership interest, 
not the property, will be taxed in his 
estate; consequently, only his partner- 
ship interest, not the property itself, 
will receive a basis adjustment equal to 
value.® Because only the property, not 
the partnership interest, is depreciable, 
the beneficiary of the partner's estate 
may find that he will not be entitled to 
the larger allowance for depreciation 
that he would have received had the 
property itself been owned directly by 
the partners, including his decedent, as 
tenants in common. 

And other differences exist. For ex- 
ample, the property may be a capital 
asset in the hands of the partners but 
an ordinary asset in the hands of the 
partnership. Or the allowance for de- 
preciation may be allocated among the 
partners in proportion to their inter- 
ests in partnership capital or profits 
rather than in accordance with their 
investments in the property. 

Thus the mere fact that the partner- 
ship constitutes a separate tax-reporting 
entity interposed between the property 
and the partners will in itself give rise 
to complications. 


Husband and wife ownership 

Ordinarily it makes little difference 
from the standpoint of the Federal in- 
come tax whether husband and wife 
own property in the name of the hus- 
band alone, in the name of both hus- 
band and wife as joint tenants (tenants 
by the entireties), or as tenants in com- 
mon, or in the name of husband and 
wife as community property. The net 
income realized from the property may 
be split between the husband and wife 
in any case through the mechanics of a 
joint return; the form of ownership 
does not affect this right to the split- 
ting of income. 


But the Federal estate and gift taxes 
may affect the form of ownership to be 
chosen. If the property is acquired by 
one spouse from his own funds, the 
creation of a tenancy in common (or 
the transfer into community property) 
is treated as a taxable gift of one-half 
of the property. The tax incidence at 
the time of the gift may be lessened by 
the availability of the marital deduc- 
tion. 

But if the property is retained in the 
sole name of the spouse who paid for 
it, the gift tax liability would be com- 
pletely eliminated. 

What if the property is taken by hus- 
band and wife as joint tenants? Under 
the 1954 Code the transfer of real prop- 
erty into the names of the husband and 
wife as joint tenants (or as tenants by 
the entireties) will escape gift tax lia- 
bility at the time the tenancy is created 
provided the following conditions are 
present:1° 

1. The tenancy is created in real 
property 

2. The tenancy is between husband 
and wife 

3. The right of survivorship is given 
the surviving spouse 

4. The creation of the tenancy is not 
reported as a taxable gift 

Under these circumstances the law 
gives the donor spouse the election te 
decide whether or not he wishes to treat 
the creation of the tenancy as a taxable 
gift; if he fails to file a gift tax return 
that reports the gift, he is deemed to 
have elected to treat the creation of the 
tenancy as nontaxable.11 

In the event that the joint tenancy 
so created is severed during the lifetime 
of the spouses and no gift tax had been 
paid on its creation, the severance itself 
may be treated as a taxable gift. To the 
extent that the donee spouse receives 
an interest in excess of her propor- 
tionate share of the property as meas- 
ured by the percentage of her original 
contribution to the original cost of the 
property, she will be the recipient of a 
taxable gift. 

What if the joint tenancy is ter- 
minated by death? The entire property, 
less the proportionate share attributable 
to the surviving spouse’s original con- 
tribution, will be included in the de- 
ceased spouse’s estate for Federal estate 
This conclusion holds 
true whether or not the original crea- 
tion of the joint tenancy was reported 
as a taxable gift. But in figuring the 
incidence of the estate tax, we must 


tax purposes. 
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[Paul E. Anderson is a partner in the 
San Francisco law firm of Kent and 
Brookes and has recently assumed the 
editorship of this department in THE 
JouRNAL oF TAXATION. ] 





remember that the deceased spouse’s 
estate may be entitled to a marital de- 
duction for the value of the property 
interest passing from him to the sur- 
viving spouse. 

Because the whole property, if held 
in joint tenancy and if traceable to the 
sole contribution of the deceased spouse, 
will be included in his estate on his 
death, the whole property will receive 
a basis adjustment equal to value on 
his death. Thus the survivor will be 
entitled to a new basis for the purposes 
of depreciation or gain or loss on dis- 
position. Naturally, if any part of the 
property is excluded from the deceased 
spouse’s estate because it represents the 
surviving spouse’s original contribution, 
that portion of the property excluded 
will not receive an adjustment in basis. 


Depreciation adjustment 


But the basis rule itself is subject to 
a major qualification if the property 
held in joint tenancy is depreciable. 
The surviving spouse’s basis for it will 
be its value on the date of the deceased 
spouse’s death less any depreciation en- 
joyed by the surviving spouse during 
the life of the original joint tenancy 
that was not traceable to her original 
contribution.12 

For example, a husband purchases an 
apartment for $100,000 in 1958. He 
takes it in the name of himself and his 
wife as joint tenants. His wife makes 
no contribution of her own toward the 
purchase price. Husband holds the 
property for five years and takes $15,000 
depreciation on it. Because his wife is 
entitled to one-half of the income un- 
der state law, she, in effect, has realized 
the benefit of $7,500 of the depreciation 


5 Section 702, IRC. 

® Subject to the possibility that the partnership 
may elect to adjust basis for the property under 
Section 743, IRC. 

10 Section 2515, IRC. 

11 Reg. 20.2515-2. 

12 Reg. 1.1014-6(a) (2). 

18 Section 1014 (b) (6), IRC. 

14 Sullivan’s Estate, 175 F.2d 657 (CA-9, 1949); 
D. M. Brockway Estate, 18 TC 488, 498 (1952), 
acq. 1955-2 CB 4, aff’d on other grounds, 219 F.2d 
400 (CA-9, 1954). 

15 Reg. 20.2040-1. Significantly, the proposed Regu- 
lations contained a subsection (d), which stated 
that a joint tenancy termination could not be 
treated as a gift in contemplation of death because 
it was an exchange. This subsection was dropped 
from the final Regulation. 
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EXHIBIT II: Ownership by Spouses 





In Husband’s As Tenants As Joint As Community 
Sole Name in Common Tenants Property 

Gift on 

purchase None $50,000 None* $50,000 
H’s annual 

income $ 2,500** 2,500 $ 2,500 2,500 
W’s annual 

income 2,500 2,500 2,500 2,500 
H’s gross 

estate 95,000 47,500 95,000* ** 47,500 
W’s basis 

for H’s 

share after 

death 95,000 47,500 95,000 47,500 
W’s basis 

for her own 

share None 50,000 None 47,500**** 
Less W’s de- 

preciation None (7,500) (7,500) 9 #82 None 
W’s basis for 

total after 

death $95,000 $90,000 $87,500 $95,000 


*H has an election whether or not to report a taxable gift of $50,000 to W. 


**Only if H files jointly with W. 
***W made no original contribution. 
**** Value on date of death. 


*****Tf she is entitled to one-half the income under local law. 





allowance, Let us assume that the prop- 
erty on his death has a value of $95,000 
for estate tax purposes. His wife’s basis 
for the property after his death is: 
Value at date of H’s death, $95,000 
Less W’s share of depreciation before 
H’s death, $7,500 
Basis to W after H’s death, $87,500 
This conclusion holds true whether 
or not the creation of the joint tenancy 
had been reported as a taxable gift. In 
effect, the surviving spouse, if the donee, 
suffers a double write-down for deprecia- 
tion taken during her life. The first 
write-down occurs from the natural de- 
crease in the value of the property from 
the date of its acquisition; normally 
this depreciation in value would be re- 
flected by a corresponding deduction 
for depreciation against the gross in- 
come from the property. But by requir- 
ing a second write-down at the time of 
death value at which the 
property is reported for estate tax pur- 
poses, the surviving spouse is required 
to make a second downward adjustment 
to basis for which no tax benefit is 
received. 


from the 


The harshness of this rule is readily 


illustrated by comparing the results had 
the husband kept the property in his 
own name. The same amount, $95,000, 
would have been included in his gross 
estate. But his wife’s basis on his death 
for the property would be $95,000, un- 
reduced by a depreciation enjoyed by 
her prior to her husband’s death, even 
though he may have filed joint returns. 


Disadvantages of joint ownership 


Thus we may conclude that joint 
ownership of real property has two 
fundamental disadvantages. First, the 
transfer into joint tenancy is an ambu- 
latory gift, whether or not a gift tax 
was paid on its creation. The entire 
property, less the proportion attribut- 
abie to the donee spouse’s original con- 
tribution, will be included in the donor 
spouse’s estate on his death. And, sec- 
ondly, the donee spouse may be re- 
quired to forfeit a part of the value on 
the date of death as her basis after 
death, to the extent that she can be 
shown to have received the benefit of de- 
preciation on her husband’s contribu- 
tion to the original cost of the prop- 
erty. 


Contrast these rules with those ap- 
plicable in the case of property held by 
the husband and wife as tenants in 
common. If the property has been held 
as’ tenants in common, only one-half 
of the value of the property would be 
includable in the husband’s gross estate. 
Correspondingly, one-half of the proper- 
ty would receive a basis adjustment 
equal to its value in the hands of the 
distributee entitled to the property af- 
ter the death of the owner. 

Similarly, if the property has been 
held by husband and wife as community 
property, only one-half of the total 
property would be includable in the 
gross estate of the deceased spouse. But 
the entire property would be entitled to 
a basis adjustment equal to value on the 
death of either spouse.13 


Termination of joint tenancy 


Because of the disadvantages inherent 
in joint tenancy ownership of depreci- 
able real property, the spouses may wish 
to terminate the joint tenancy by con- 
verting it into tenancy in common 
property. If the creation of the joint 
tenancy is reported as a gift, this con- 
version may be made without gift tax 
liability. But if the spouses elect not 
to report the creation of the joint 
tenancy as a gift, the conversion will be 
treated as a taxable gift on the conver- 
sion into the tenancy in common. Sup- 
pose, then, the donor spouse dies within 
three years of the conversion; will the 
conversion be treated as a gift in con- 
templation of death for estate tax pur- 
poses? 

Under the 1939 Code the conversion 
was held not to be a gift in contempla- 
tion of death because it was not a gift; 
it was considered to be an exchange 
of a vested one-half interest in joint 
tenancy property for a vested one-half 
interest in tenancy in common property. 
Thus the exchange was supported by a 
full and adequate consideration that re- 
moved it from the category of gifts.14 


Regulations are silent 


The Regulations under the 1954 Code 
make no reference to this problem.15 
Obviously, if the parties to the joint ten- 
ancy have reported the original crea- 
tion of thé tenancy as a taxable gift, 
their position should be no different 
under the 1954 Code than under the 
1939 Code. The conversion of the joint 
into a tenancy in common 
would not constitute a taxable gift; 
hence the conversion should not be 
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treated as a gift in contemplation of 
death even if it is made within the 
statutory period. 

But suppose that the parties have 
failed to treat the creation of the joint 
tenancy as a taxable gift. In that event 
the gift would be reportable for gift tax 
purposes at the time the tenancy is ter- 
minated and the donee spouse receives 
an interest in excess of her original 
contribution. If the donee spouse made 
ne contribution, the conversion would 
result in the transfer of a gift of one- 
half of the value of the property at the 
time of conversion. 

Because the conversion constitutes a 
taxable gift, it seems logical to con- 
clude that the conversion under these 
circumstances might also constitute a 
gift in contemplation of death if made 
within the three-year period. Thus the 
total value of the property would fall 
in the donor spouse’s estate just as if 
title had been retained in joint tenancy 





Contributions for civil defense de- 
ductible; bomb shelters non-deductible. 
The IRS announces that gifts to civil 
defense organizations are deductible con- 
tributions. Included as a gift are un- 
reimbursed expenses incurred by civil 
defense volunteers, directly connected 
with and solely attributable to the rendi- 
tion of their services. However, amounts 
expended for bomb shelters and the like 
are personal non-deductible items. IRS 
News Release No. 372. 


Church convention expenses partially 
deductible. The IRS rules that members 
of a church attending church conven- 
tions or the like in a non-official capacity 
are not, by mere attendance, rendering 
eratuitous services to their church. Thus, 
the expenses incurred by such attend- 
ance are not charitable contributions. 
But the IRS points out that unreim- 
bursed expenses directly connected with 
and solely attributable to the rendition 
of gratuitous services for the church 
during the convention or meeting are 
deductible as contributions. Rev. Rul. 
61-46. 


Court values gift of stock to charity. 
I'wo brothers, stock owners in a Closely 
held corporation, donated shares of its 
preferred stock to a charitable founda- 
tion and deducted the book value of the 
shares as a charitable contribution. The 
Commissioner disallowed the deduction 


New decisions on exem pt TRA AA ATA ALTOLES 


to the date of death. Whether the 
theory of the cases under the 1939 
Code, which treat the conversion as an 
exchange, can be argued under these 
new circumstances remains to be seen. 


Comparison of ownership 


For purposes of comparing the several 
modes of property ownership, we can 
best illustrate the tax consequences by 
an example. Suppose a husband pur- 
chases an apartment for $100,000. His 
wife makes no contribution to its pur- 
chase price. He receives an annual net 
income from the property of $5,000, 
which is reported on a joint return with 
his wife. After holding the property for 
five years, the husband dies. 

Let us assume that in the five-year 
period he took $15,000 of depreciation. 
On his death the property is valued at 
$95,000. The property passes, on his 
death, to his wife. The respective tax 
consequences are set out in Exhibit II. * 


in full on the ground that the market 
value was not ascertainable. Considering 
the problem as factual, the court deter- 
mines fair market value at a figure 
somewhat below the book value. 
Behrend, TCM 1961-64. 


Foundation’s power to carry on business 
does not defeat charitable purposes. A 
trust created by the testator’s will was 
designed for charitable and educational 
purposes. The trustees, however, were 
given the power to hold, maintain, 
operate, or continue, at the risk of the 
trust estate, any and all property or 
business transferred to the trust. The 
Commissioner determined that the trust 
did not qualify under Reg. Section 
1.501(c)(3)-1(b)(iii), which provides that 
an organization empowered by _ its 
articles to engage in a manufacturing 


business does not meet the organiza- 
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tional test, regardless of the fact that its 
articles may state that such organiza- 
tion was created for charitable purposes 
within the meaning of Section 501(c)(3) 
of the Internal Revenue Code. This 
court holds that the tax-exempt status 
of the trust is not lost. The authority of 
the trustees to carry on a business is 
construed to be limited to the conduct 
of a business only if that occupation 
will aid in carrying out the express 
charitable purposes of the trust. Lewis, 
DC Wyo., 1/19/61. 


Foundation exempt despite annuity to 
creator’s grandniece. Under the testa- 
tor’s will, the trustees were directed to 
pay annuities to the testator’s grand- 
niece. The trust was otherwise for chari- 
table purposes. The Commissioner con- 
tended that the trust did not meet the 
requisites for exemption under Section 
501 that no part of the earnings inure 
to the benefit of any private shareholder 
or individual. This case holds that the 
trust is exempt from tax. The annuity 
payments were made as a legacy under 
the terms of the will. Exempting the 
trust from tax carries out what clearly 
appears to be the intent of Congress. 
Lewis, DC Wyo., 1/19/61. 


Religious book press loses exemption; 
commercial activity predominated. Tax- 
payer was organized as a not-for-profit 
corporation. It published and sold re- 
ligious literature and performed free in- 
structional work in Protestant Sunday 
schools. Taxpayer’s literature was com- 
petitively priced and produced a large 
profit. The ultimate purpose of the 
founders may have been to improve 
Sunday schoo] teaching methods for the 
benefit of religion, but the court con- 
cludes, looking solely to taxpayer's ac- 
tivities, that the commercial nature of 
the sales of literature predominated. 
Scripture Press Foundation, Ct. Cls., 
1/18/61. 
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What separates the merely unallowable 


deduction from the fraudulent? 


by BURTON L. WILLIAMS 


There is a small but growing number of cases in which criminal fraud is charged 


against the taxpayer who greatly overstates his deductions. Mr. Williams examines 


these cases and offers some practical advice on the difficult matter of drawing the 


line between inaccurate and fraudulent claims. 


; ea OMINOUS RUMBLINGS emanating 
from the National Office of the In- 
ternal Revenue Service regarding the 
abuse of expense accounts by taxpayers! 
has only served to underscore the run- 
ning battle that has gone on for some 
time between the Commissioner and the 
Although 


the bulk of such controversies are settled 


expense-deducting taxpayer. 
by a compromise allowance of the ex- 
penses questioned,? a small segment has 
been the basis for criminal prosecu- 
tions. The reason for the different treat- 
ment is not always immediately clear, 
but an examination of the court deci- 
sions leads one to some tests for distin- 
guishing merely disallowable from fraud- 
ulent claims. 

In the 


typical case involving chal- 


lenged deductions, the taxpayer has 
claimed a deduction that is normally 
allowable. The problem is that he has 
no substantiation for the deduction‘ or 
he has claimed an unreasonable _per- 
centage of the total expense as deduc- 
tible.5 Excessive depreciation,® improper 
allocation between business use and per- 
sonal use of an automobile,’ a hunting 
lodge,§ or a yacht® are some examples of 
the latter. 

By applying the rule evolved in the 
case of George M. Cohan,1© the enter- 
tainer, some percentage of the chal- 
lenged expense is allowed, and the 
matter is put to rest. In most cases 
settled prosecution, 
there has been sufficient disclosure on 
the tax return to alert the Commis- 
sioner to the claimed deduction. Such 


without criminal 


disclosure probably places the taxpayer 
in the position of a gallant knight who 


has flung down the gauntlet of deducti- 
bility and challenged the Commissioner 
to make some adjustment. 

But not all cases are settled by a 
friendly tug of war between the tax- 
payer and his Government with each 
side winding up with a part of the rope. 
In some instances the atmosphere is 
clouded with charges of fraud and 
eventual prosecution. The 
string of successful prosecutions in this 
area should serve as a caution to the 
adventuresome client!! or his even more 
adventuresome tax adviser.12 


criminal 


Personal expenses 

The classic case of the prosecution 
for improper deductions was that of 
Wolfe.18 Wolfe had numerous personal 
items that were deducted as business ex- 
penses by his corporation. Such items 
were deducted as travel and entertain- 
ment expense, including a trip to a 
football game; purchase and installation 
of a dishwasher at Wolfe’s home; travel 
expense of Mr. and Mrs. Wolfe to the 
Caribbean; upholstering of a divan be- 
longing to Wolfe; purchase of luggage 
and television set for gifts to a relative; 
supplying Wolfe’s home with 
doors and windows, crushed stone for 
his driveway, rubber and asphalt tile 
and the payment of em- 
ployees by the corporation for perform- 
ing services in connection with these 
items. In addition to the above, the tax- 
payer failed to disclose to his book- 
keeper the proper allocation of personal 
traveling expenses and failed to heed 
the warning of his accountant to keep 
detailed records of his expenses. Even 


storm 


installation; 


absent the last two badges of fraud, the 
Wolfe case presented a relatively simple 
deduction fraud case. The expenses 
claimed by the corporation were clearly 
personal, and their very classification by 
the taxpayer as business items indicated 
a state of mind in which a jury could 
find fraud. 


Personal mixed with business 


The Commissioner has tackled more 
difficult deduction cases, however. Par- 
ticularly is this so in those situations in- 
volving expenses that may properly be 
a mixture of deductible and personal 
expenses. Here too, where the allocation 
by the taxpayer is so incredible as to 
border on the preposterous, 
sanctions have been upheld.14 

Enormous expenses for travel, gifts, 
and entertainment, unsupported by 
vouchers or facts, have been the basis 
for successful criminal prosecutions by 
the Commissioner.15 In all cases of this 
type, there is a disclosure of the deduc- 
tion claimed. The vice, however, is that 
upon examination or audit the expenses 
cannot be substantiated by voucher or 
be found deductible under the operat- 
ing facts. This problem may well exist 
in cases disposed of civilly, but it would 
appear that criminal sanctions are re- 
served for the flagrant taxpayer. Un- 
fortunately, there are no precise defini- 
tions of flagrant cases. Each case must be 
resolved upon its own facts. One 
measurement for the so-called flagrant 
cases would seem to be the size of the 
deficiency,1® but a good deal of the 
prosecution determination results from 
the attitude of the examining Agent 
toward the taxpayer and the policy of 
the particular Enforcement Counsel in 
the region. It was the author's exper- 
ience while serving in the Enforcement 
Counsel in New York and Boston that 
a “flagrant” case in Boston based on the 
size of the deficiency alone might be a 
de minimis case in New York. This was 
so despite guidelines laid down by the 
National Office. Although the trend dur- 
ing the Eisenhower Administration was 
to prosecute the small tax evader,!7 
differences in prosecution standards are 
bound to exist based upon the size and 
scope of economic activities in the re- 
gion involved. With this in mind, the 
tax adviser is derelict in his duty if he 
does not impress upon his client that 
the possibility of criminal prosecution 
is not remote for those taxpayers who 
play fast and loose with expense deduc- 
tions. This does not mean that a client 


criminal 
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should abandon deductions that are 
grounded on some reasonable basis for 
deductibility,18 but he should also be 
aware that substantial deductions taken 
without any proper basis in fact or law 
may lead to criminal prosecution. 

There is another area of cases that is 
so clearly within the orbit of the prose- 
cution type that little discussion is war- 
ranted. This case occurs when the tax- 
payer buries an improper deduction in 
with a group of proper deductions. In 
the New England region, the case of the 
car dealer who charged off Palomino 
ponies to Pontiac parts! still stands as 
the classic example of this category. Cer- 
tainly no one would challenge the 
existence of fraud in this type of case, 
and it would seem that unless the 
amount infintesimal, 
prosecution would be war- 


involved were 
criminal 
ranted. While the Government had no 
difficulties in prosecution in the Ofgant 
type case, the succession of Government 
victories in the other areas of disputed 
deductions was halted in 1960 by the 
unusual case of Bridell,2° decided in the 
Northern District of Illinois. 


Bridell case 

The defendant, Bridell, was indicted 
for evasion of his individual taxes for 
the years 1952 to 1957, inclusive, and 
for a conspiracy with his father-in-law 
and a family-owned corporation to 
evade the taxes of his wife and himself 
from 1953 to 1957. The case was based 
entirely on disallowed corporate deduc- 
tions, which the Government claimed 
were personal expenses of the defendant. 
The expenses in controversy were 
limited to principally the maintenance 
of defendant’s home and a Miami, 
Florida, leasehold. 
father-in-law had 
purchased a home in Highland Park, 
Illinois. The home was a magnificent 


The defendant's 


estate called ““Tara.”’ The name “Tara” 
became a trademark for the defendant's 
corporation, Subsequently, the defend- 
ant acquired the property. On the cor- 


1 TIR 221 (1960). 

2 Sutter, 21 TC 170 (1953). 

® Lash, 221 F.2d 237 (1955). 

« McCall, 18 TCM 446 (1954). 

5 Five Star Dresses, Inc., 17 TCM 190 (1958). 
© M. Hilty Lumber Co., 3 F.Supp. 657 (1933). 
7 Rodgers Dairy Company, 14 TC 66 (1950). 
® McCall, supra. 

® Briggs, 15 TCM 440 (1956). 


porate return the following were de- 
ducted as business expenses: (1) salary 
of a caretaker, (2) salary of outside 
laborers, and (3) salary of cook and 
housekeeper. 

In addition to the above, a residence 
was leased in Florida and charged off 
as a corporation expense under the label 
of sales promotion. Subsequently, an 
estate and a yacht, also called “Tara,” 
were purchased with corporate funds, 
and the indebtedness for the unpaid 
balance was assumed by the corporation. 
The corporation also paid and deducted 
the following: repairs, legal and audit 
expenses, Capital improvements, admin- 
istration expenses, telephone expenses, 
real estate, personal property and fran- 
chise taxes, insurance, wages for house 
servants and a yacht captain, interest 
and finance charges of the yacht, and 
stationery expenses. 

The gist of the Government's com- 
plaint was that Bridell was using the 
property for his personal as well as 
business purposes. The further conten- 
tion was made that specific items of ex- 
pense had been improperly labeled as 
business expenses, to wit, the defendant’s 
graduation party for his son and the 
maintenance’ of animals, including a 
horse for the entertainment of his 
friends. 

The defendant contended that Tara 
and the Florida property were prin- 
cipally showplaces for the entertain- 
ment of customers of the corporation. 
He said that the estate and the Florida 
properties were far in excess of his fam- 
ily’s requirements, and he felt that the 
corporation should be made to bear the 
additional cost. 

The court found that the services 
rendered represented additional income 
to the defendant. The maintenance of 
Tara and the services of the cook and 
housekeeper were construed as_ items 
constituting an economic benefit to the 
defendant and taxable to him. However, 
the trial court hearing the case without 
a jury was unable to find that the de- 
fendant was guilty of tax evasion beyond 
a reasonable doubt. Apparently, al- 
though there were some items of per- 
sonal expense charged to the corpora- 


10 Cohan, 39 F.2d 540 (1930). 

11 Lange, 161 F.2d 699 (1947). 

12 Brill, 270 F.2d 525 (1959). 

13 Wolfe, 261 F.2d 158 (1958). 

14 Schenck, 126 F.2d 702 (1942). 

Lange, supra. 

16 Lash, supra; Wolfe, supra. 

17 Lipton, “Tides and Tenets in Tax Fraud Prose- 
cutions,”’ 38 Taxes 918 (December 1960). 
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tion, the defendant’s contention that 
the properties involved were used sig- 
nificantly for the entertainment of busi- 
ness customers was sufficient to raise a 
reasonable doubt as to criminal liability. 
The court expressly refused to follow 
Wolfe,?1 as urged by the Government. 


IRS policy 

It is doubtful that other courts would 
be as considerate of the claims of tax- 
payers regarding business uses of luxury 
property, but this case does underscore 
a difficulty the Government faces in 
undertaking prosecutions in this area. 
Certainly a taxpayer should not be 
prosecuted because he disagrees with his 
Government on the proper allocation of 
personal and business expense. Where 
there is a respectable position for de- 
ductibility, the dispute should remain 
in the civil and not the criminal arena 
for final disposition. 

However, unless the Kennedy Ad- 
fashion a new 
policy, the Internal Revenue Service will 


ministration should 
continue to pursue what one writer has 
called the “peanut” prosecutions.22 A 
client cannot afford to gamble that he 
will succeed in defeating a criminal 
prosecution. Danger too lurks for the 
tax adviser who approves the deduction 
of personal expenses as business ex- 
penses. Criminal prosecution may be 
brought against him for the evasion of 
his client’s tax.?3 

Even apart from _ prosecution, the 
Commissioner may seek to impose 50% 
fraud penalties against the adventure- 
some taxpayer, which can become very 
costly, since the penalty is computed on 
the total tax, both fraud and non-fraud 
items.*4 If the taxpayer has a liability 
of $3,000 in tax on his usual sources of 
income, plus a liability of $2,000 from 
disallowed business deductions, the fraud 
penalty is computed on the entire $5,000 
liability. 


Rules to follow 


To avoid the problems of prosecution 
and the cost of fraud penalties, the tax- 
payer should follow certain cardinal 
rules: 

(1) He should consult his tax adviser 


18 Sanden, “‘Guidelines for Handling the Reporting 
of Business Expenses and Reimbursements,” 38 
Taxes 972 (December 1960). 

1 Ofgant, DC Mass. 1955, unreported. 

20 180 F.Supp. 268, ND IIl. 1960. 

21 See note 13. 

22 Lipton, 38 Taxes 913, 914 supra. 

3 Brill, supra. 

*% Section 6653 (b), 1954 IRC. 
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about the adequacy of his record keep- 
ing. 

(2) He allocations of 
expense for property engaged in busi- 


should make 
ness and personal use based upon his 
records, customs in his trade, business, 
or profession, and conclusions reached 
after frank discussions with his tax. ad- 
viser. 


(3) There should be clear disclosures 
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on the tax return of the nature or 
character of the expense claimed. 

If these rules are followed, the tax- 
payer should have little difficulty when 
his return is audited. He will not find 
himself in the role of the prosecuted 
taxpayer who must go through the 
anguish of a criminal trial and who loses 
greatly in fortune and peace of mind 
even if he is acquitted. vr 


gli gence decisions 





Lawyer’s income reconstructed by net- 


worth method. ‘The Commissioner’s re- 
sort to the net-worth method in deter- 
mining the income of a lawyer is sus- 
the 


worth computation. A fraudulent intent 


tained with adjustments in net- 
is inferred for some of the years from 
independent evidence of failure to re- 
port various fees aggregating substantial 
amounts and from a criminal conviction 
for filing false and fraudulent returns. 


Brown, TCM 1961-36. 


Tips of waiters determined. From all 
the facts, including testimony of the 
liability of the customers, the court de- 
termines a reasonable amount of tips re- 
ceived by the waiters and waitresses at 
the 
negligence penalty for failure to report 
the tips. Farthing, DC Miss., 3/10/61. 


a certain restaurant. It assesses 


Fraud not forgiven under Current Tax 
Payment Act of 1943. The taxpayer was 
guilty of committing fraud in his tax re- 
1942. The Current 
ment Act of 1943 forgave taxpayers of 
1942 
except in the case of fraud. This court 


turn for Tax Pay- 


three-fourths of their income tax 
holds that the inclusion in the 1948 re- 
turn of the unforgiven portion of the 
tax for 1942 does not satisfy the liability 
in full the 1942 tax. Therefore, 
Government 


to pay 
the is entitled to interest 
on the unpaid taxes of 1942 from March 
15, 1943 until paid. The fraud tolled 
the running of limitations. [These two 
similar cases were decided by the same 
court on the same day reported in sep- 
arate opinions.—Ed.| Hardy, DC Va., 
3/7/61 and Davison, DC Va., 3/7/61. 


‘Summaries are inadequate records. The 
taxpayers were partners in a gambling 
enterprize. They filed returns on net 
winnings, i.¢., winnings minus losses. 
“The Commissioner accepted so much of 


their returns as indicated winnings, but 


rejected their claims as to losses. To 
rebut the presumption of correctness, 
the taxpayers offered the testimony of 
one of the partners and through him, 
certain records, which purported to be 
daily summaries showing the daily net 
winnings or losses for each day. The 
original the individual 
transactions had _ been 


records of 
gambling de- 
stroyed within a few days after the trans- 
actions took place. The court upheld 
the Government’s objection, saying they 
were not admissible as business records. 
Business records fulfill two general func- 
tions: (1) To provide information con- 
cerning the dealings of the entity with 
outsiders, and (2) to provide informa- 
tion concerning the internal affairs of 
the business. While the records sought 
to be the taxpayer 
might satisfy the last function, they 
were of no assistance in identifying the 
parties with whom the entity had trans- 
actions and the amount owed to or by 
such parties. The one line daily sum- 
maries were made for the purpose of 
providing the taxpayers with some docu- 
mentary support in their dealings with 
the IRS and as in Palmer v. Hoffman, 
(318 U.S. 109), records kept for the pur- 
pose of defending litigation are not 
within the scope of the business-records 
exception to the hearsay rule. Plisco, DC 
Col., 3/14/61. 


introduced by 


Production of books and records order; 
reasonable suspicion of fraud shown. 
The district court entered an order en- 
forcing a summons requiring the corpo- 
ration to produce its books and records 
for the fiscal years 1951 and 1952. From 
this order, the corporation appealed on 
the ground that there was not a suff- 
cient showing of reasonable grounds for 
suspicion of fraud. With respect to the 
fiscal years 1953 and 1954, the order di- 
rected the books and records be re- 
turned to the corporation since the only 


evidence related to the years 1951 and 
1952. The Government appealed from 
this latter phase of the order. The Fifth, 
Sixth, and Ninth Circuits hold that to 
enforce a summons by the Revenue 
Service for the books and records, the 
Service must show reasonable grounds 
for suspicion of fraud. In the instant 
matter, reasonable grounds were found 
on the basis of the affidavit of the former 
comptroller and the statement of an- 
other employee with respect to the years 
1951 and 1952. As to the years 1953 and 
1954, the Government's argument was 
that the fraud in the 
earlier years created an inference that 
at least some fraudulent practices might 
have been continued in the later years. 


indications of 


Reasonable inferences to be drawn from 
function of 
court where the evidence is heard. Since 
the decision of the district court is not 


the facts is a the district 


clearly erroneous, this court does not 
disturb the decision handed down by 
the district court. Baumgarth Co., CA-7, 
2/21/61. 


Jury instructions on tax evasion. The 
taxpayer was charged, by four counts, 
with a willful attempt to evade or de- 
feat Federal income taxes. The Govern- 
ment sought to prove its case by the so- 
called bank deposits plus expenditures 
method. Based upon the evidence and 
the instructions of the court, the jury 
found the taxpayer “not guilty’ on each 
of the counts. Tyler, DC Ga., 
2/1/61. 


four 


*Accountant’s workpapers held by at- 
torney not privileged. Workpapers pre- 
pared by an accountant are his property 
and are subject to subpoena even though 
they are in the hands of taxpayer's at- 
The attorney-client privilege 
protects only the attorney’s own papers. 


torney. 
Nor does the taxpayer’s privilege against 
self-incrimination apply to the account- 
ant’s papers. Fahey, DC Ky., 2/1/61. 
Assessments barred upon failure to 
establish fraud. Assessment and collec- 
tion of deficiencies for back years are 
held barred by the statute of limitations 
where the Commissioner failed to sus- 
tain his burden of proving by clear and 
convincing evidence that the returns 
were fraudulent. There was no pattern 
of clear, consistent, substantial 
understatements of income extending 
over a series of years, nor of intentional 
omissions of income. TCM 
1961-97. 


and 


Haren, 
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First case on multiple trusts suggests 


that Code revision may not be needed 


by H. PETER SOMERS 


Considerable pressure has arisen for legislation to block splitting income among a 


number of trusts for the same beneficiaries. Mr. 


Somers reviews these proposals 


briefly but finds in the recent Boyce case an indication that the courts may be 


able to forestall tax avoidance without the aid of what would necessarily be intri- 


cate and cumbersome legislation, almost certain to contain loopholes and inequities 


of its own. 


A A RESULT of steeply graduated in- 
come tax rates, income splitting has 
become a favorite tax minimization de- 
vice. In some instances, the potential 
benefits of income splitting are, on the 
whole, effectively neutralized by specific 
statutory provisions, as, for example, in 
the case of personal holding companies. 
On the other hand, there are various 
ways in which income splitting ad- 
vantages can be achieved in the trust 
area without any suggestion that they 
are to be regarded as improper tax 
avoidance schemes. Thus, the division of 
income between a single trust and one 
or more beneficiaries is legislatively 
condoned, at least by negative implica- 
tion, subject only to the relatively 
limited controls of the throwback rule.1 

Similarly, there appears to be no ob- 
jection to income accumulations in sep- 
arate trusts for separate beneficiaries in 
situations where separate shares in a 
single trust would serve equally well 
except for tax considerations. Such ar- 
rangements serve to split income not 
only vertically, i.e., between a trust and 
its beneficiary, but also horizontally, i.e., 
among several trusts. 

But the further extension of income 
splitting in the trust area by means of 
the creation of a number of accumula- 
tion trusts for the same beneficiary, or 
the same group of beneficiaries, has 
caused a good deal of concern to the 
Treasury for a number of years.?, Its 
representatives have pressed for legisla- 
tion designed to forestall the unreason- 


able and indiscriminate proliferation of 
separate trusts, each being an_ inde- 
pendent taxable entity, for the purpose 
of accumulating income at relatively 
low brackets for ultimate distribution 
to the same beneficiary or beneficiaries. 

The development of a suitable legis- 
lative solution to the multiple trust 
problem has, however, been a difficult 
task. The Subchapter J Advisory Group 
recommended the adoption of a statu- 
tory provision under which the tax on 
the accumulated income of a number of 
trusts for substantially the same bene- 
ficiaries would, subject to certain excep- 
tions and limitations, be computed on 
a consolidated basis,3 so as to eliminate 
any advantage which might otherwise be 
derived from a division of the accumu- 
lated number of 
separate taxpayer trusts. At the Treas- 
ury’s urging, this approach was aban- 
H.R. 


9662,4 which substituted a provision de- 


income among a 


doned in the House version of 


signed to solve the problem through an 
extension of the throwback rule.5 How- 
ever, the approach recommended by 
the Advisory Group was reinstated, al- 
beit in somewhat altered form, in the 
Senate Finance Committee.® 

The proposed multiple trust legisla- 
tion remained one of the more con- 
troversial aspects of H.R. 9662, and it 
appears that the controversy affecting 
it was in large measure responsible for 
the fact that the bill was not enacted in 
the last session of Congress. 

In reviewing the multiple trust prob- 
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lem, the possibility of curbing abuses 
in this area through litigation had, of 
course, been considered, but apparently 
the Treasury regarded this alternative as 
inadequate and The 
Treasury’s position in this regard may 
have been influenced by prior unsuc- 


unsatisfactory. 


cessful attempts to tax separate shares 
or interests in one fund as a single trust 
in cases where such shares or interests 
were set aside for separate beneficiaries. 
Indeed, the courts have displayed a 
fairly liberal attitude in finding that 
separate trusts, as distinguished from 
separate shares in a single trust, were 
created in particular instances.7 In a 
relatively recent decision this question 
was analyzed in terms of the testator’s 
intent and the conclusion was reached 
that the testator did intend to create 
fifteen separate trusts for separate bene- 
ficiaries and that this intention, which 
was effected under the governing local 
law, had to be respected for income tax 
purposes as well.8 

A few weeks ago, however, the Gov- 
ernment scored its first significant vic- 
tory in the multiple trust area by de- 
feating a scheme designed to minimize 
income taxes through the creation of a 
large number of trusts for a single bene- 
ficiary. In Boyce,® the facts presented an 
egregious case of tax avoidance through 
the use of multiple trusts, and, not sur- 
prisingly, the court sustained the Com- 
missioner’s assessment and collection of 
income tax on a consolidated basis. In 
this case the settlor, a physician, created 
90 trusts for the sole benefit of his son 
and designated the son’s father-in-law as. 


The indentures 


trustee. trust were 
identical in language and were numbered 
consecutively. The corpus of the 90 


trusts, consisting of two rental houses. 
and the settlor’s medical clinic building, 
had a value of approximately $28,000. 
The medical clinic building was prompt- 


1 IRC Sections 665-668. 

2 The multiple trust device was characterized as a 
loophole as early as 1937. See Report of the Joint 
Committee on Tax Evasion and Avoidance, 75th 
Cong., Ist Sess. (1937). 

® Final Report of the Subchapter J Advisory 
Group on Estates, Trusts, Beneficiaries, and Dece- 
dents, U. S. Government Printing Office (1958). 

‘ Trust and Partnership Income Tax Revision Act 
of 1960, 86th Cong., 2d Sess. 

5 H.R. No. 1231, 86th Cong., 2d Sess. 64 (1960). 
®S. Rep. No. 1616, 86th Cong., 2d Sess. 7 (1960). 

7 See, e.g., McHarg V. Fitzpatrick, 210 F.2d 792 (2d 
Cir. 1954). 

8 Frank C. Rand Trust, 19 TCM 1205 (1960). The 
trusts there involved were created for the primary’ 
benefit of separate beneficiaries, but the trustees 
were authorized to make distributions from separ- 
ate sets of trusts to a single beneficiary in case of 
“unusual need.” 

® 61-1 USTC 49,257 (February 15 ,1961). 
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ly leased back to the settlor, and at the 
same time the settlor’s wife and mother 
of the sole beneficiary was appointed as 
successor trustee. 


During the taxable 


years involved, the settlor’s wife, as 
trustee, accumulated most of the income 
produced by the trust properties, de- 
positing the checks received in a single 
bank account. In one year a distribu- 
tion of trust income was made to the 
beneficiary by issuing 90 separate checks 
on the single account. Thereafter, two 
additional withdrawals were made by the 
trustee without any breakdown into 
separate checks for the separate trusts. 
The amounts thus withdrawn were later 
turned over to the sole beneficiary. The 
taxpayer conceded that tax avoidance 
was the sole motive for the creation of 
the 90 trusts.1° 

The 
cies on the basis that only one taxable 


Commissioner assessed deficien- 
entity, instead of 90, was created. The 
court agreed. The gravamen of its 
opinion appears to be that the 90 trusts 
were created to accumulate income for 
a single beneficiary solely for tax avoid- 
ance purposes and that any such scheme 
would make a mockery of our tax laws, 
However, 
the 


if permitted to succeed. 
basic 
the 


use of multiple trusts for the accumula- 


though in the court’s view 


vice of the scheme seemed to be 
tion of income for a single beneficiary, 
there were, of course, other facts which 
furnished additional support for its con- 
clusion that, in substance, there was but 
the 


administered 


one trust. Thus, trusts were not 


properly as separate en- 
tities, the parties involved were close- 
ly related, and generally speaking it was 
1° It was stipulated that “‘the sole purpose in at- 
tempting to create ninety trusts, instead of one, 
was to avoid income taxes by dividing the income 
from the trust properties into ninety parts, so that 
each part would be exempt from tax liability” by 
virtue of the deduction allowable to trusts in lieu 
of the personal exemption. 

11 A somewhat though more definitive, 
development of case law with respect to the tax- 
ability of gains allocable to a legal remainder in- 
terest was regarded as an adequate solution to that 
problem, so as to obviate contemplated legislation 
in that area. See S. Rep. No. 1616, 86th Cong., 2d 
Sess. 3 (1960). 

12 See Aldon Homes, Inc., 33 TC 582 (1959), where 
the purported separate entities of paper corpora- 
tions were ignored without reference to any spe- 
cific statutory provisions, such as Sections 269, 482 
or 1551. “The same result was reached in Shaw 
Construction Co., 35 TC No. 115 (March 21, 1961). 
The court there cited the Boyce case as authority 
for treating artificial multiple entities as shams.” 


similar, 
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a very thin, inartistically devised and 
implemented arrangement. Consequent- 
ly, it is not at all clear whether, even 
under this decision, a series of trusts, 
which are carefully administered as 
separate entities, could be consolidated 
for income tax purposes in a situation 
where trust income is accumulated for 
the same primary beneficiary or bene- 
ficiaries. 

Nevertheless, it seems that the Boyce 
case provides a notable advance toward 
a satisfactory solution of the multiple 
trust problem through litigation. As 
such, it may remove or, at least, reduce 
for the time being the pressure for im- 
mediate legislative action.11 

In view of the complexities and diffi- 
culties encountered in the formulation 
of a satisfactory statutory answer to the 
multiple trust problem, it would per- 
haps be best if abuse of the multiple 
trust device could be controlled through 
court action, rather than legislation, as 
has been done in a somewhat analogous 
situation involving multiple corpora- 
tions.12 Certainly, such an alternative 
would seem preferable to either of the 
very detailed, complicated, and rigid 
statutory provisions which were incorpo- 
rated in the House and Senate versions 
of H.R. 9662, respectively. Accordingly, 
it may be hoped that the Commissioner 
will vigorously press litigation involving 
the kind revealed in 
Boyce case; unless flagrant abuses of 


schemes of the 
this type are restrained by court action, 
there will in all likelihood, and fairness, 
be no escape from legislative action, 
which, however, at least in the forms 
proposed, would further compound the 
complexity of the statutory rules relat- 
ing to the taxation of trusts and their 
beneficiaries. 


A new book with a new 
approach to estates 


THE PLANNING AND ADMINISTRATION OF 
EstaTEs is the Practicing Law Institute’s 
answer to many requests for publication 
of the expert views expressed at their 
recent forum. Seventeen distinguished 
lawyers and trust officers discussed the 
estate problems of a typical successful 
René A. Wormser 
edited the transcript, supplementing it 
with comments, to make the book “al- 


businessman. has 


most encyclopedic” in coverage. 

Among the topics dealt with are: 
methods of increasing liquidity, 
marital gifts during 


the 


deduction, life, 


jointly held property, pour-over trusts, 


charitable trusts, split-dollar insurance, 
Clifford trusts, stock redemptions, dece- 
dent’s final income tax return, appor- 
tionment of death taxes, and other 
planning and administration problems. 

The authors are, in addition to Mr. 
Wormser and Henry Cassort Smith, 
chairman of the program, Kingsbury 
Browne, Jr., William J. Casey, W. T. 
Hackett, Robert J. Lawthers, Bernard 
V. Lentz, Merle H. Miller, Peter Miller, 
William E. Murray, Joseph W. Price, 
3rd, Martin F. Shea, Jr., Lloyd George 
Soll, William K. Stevens, Norman A. 
Sugarman, James F. Thornburg, and 
Eustace W. Tomlinson. 

Unlike the 75 paper-bound pocket- 
size monographs issued by the Institute, 
this book, The Planning and Adminis- 
tration of Estates, is a handsome cloth- 
bound volume of 324 pages. It may be 
purchased for $7.50 from the Practicing 
Law Institute, 20 Vesey St., New York 
7; he x 


More on Briggs, implications 
for taxation of support trusts 


hae POSSIBILITY that the Tax Court 
might be unwilling to accept the 
diversion-of-income concept underlying 
IRS rulings taxing parents on income of 
trusts used to support their children was 
raised by Charles A. Lippitz in these 
columns in February (14 JTAX 90). 
His comments have brought us a re- 
joinder from counsel for the taxpayer 
in the case Mr. Lippitz discussed (Briggs, 
34 TC No. 117 (acg. IRB 1961-11). 
Briggs, it will be recalled, involved the 
question whether gifts of stock to the 
guardians of minors were gifts of future 
interests. The deed of gift included the 
condition that the guardian was author- 
ized but not required to use the prop- 
erty and income for the donee’s support. 

The Tax Court held that the gifts 
were of present interests. Its opinion 
contained the observation on this con- 
dition that, “As a matter of fact, the 
provision had the effect of removing a 
limitation and not of imposing one on 
the immediate use of the property for 
the minor’s benefit.” Mr. Lippitz felt 
that this remark the 
theory on which parents, having the 
obligation to support their 
are taxed on the income of trusts used 
for the child’s support, viz, that the 
parent rather than the child in these 
instances is the primary beneficiary of 
the distribution. That test, applied by 
the IRS in its support-trust rulings. 


conflicted with 


children, 
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would classify the Brigg’s condition as 
limiting, not increasing gifts to minors. 

However, Walter L. Nossaman and 
Joseph L. Wyatt, Jr., who represented 
the taxpayer in Briggs, support the Tax 
Court opinion. These men, (both mem- 
bers of the firm of Brady, Nossaman & 
Walker in Los Angeles) write us about 
Mr. Lippitz’ comment: “Conceding that 
the result reached by the Tax Court in 
Briggs appears to be justified, the com- 
mentator takes issue with what he re- 
gards as the implications of the decision 
(e.g., ‘the Tax Court’s basic approach to 
state law in this instance may ignore 
the underlying purpose of the various 
restrictions placed upon one who ad- 
ministers a minor’s property . . . the 
reasoning expressed in the opinion may 


»e subject to question appears to 
demonstrate a marked lack of apprecia- 
tion for the ‘diversion of income’ con- 
cept... the opinion still appears to 
reflect a lack of sensitivity to the ‘pro- 
tectionistic’ approach to guardianship 
law ...’). One may well wonder whether 
Judge Tietjens and the entire Tax 
Court (which reviewed and unanimous- 
ly approved the decision) are as lack- 
ing in perceptiveness as Mr. Lippitz ap- 
pears to suggest. 

“The issue in Briggs was one common 
in gift tax controversies—whether minor 
donees were entitled to the unqualified 
and immediate right to the use and 
enjoyment of the donated property, or 
whether they were given a future in- 
terest. 

“The Commissioner argued that im- 
mediacy of enjoyment by the donees 
was restricted for two reasons: first, be- 
cause disabilities placed upon minors 
by state statute prevented them from 
enjoying the gifts at once; second, be- 
cause certain expressed conditions ap- 
pearing in the deed of gift had the 
effect of limiting present enjoyment of 
the property. (The conditions allowed 

but did not require—the minors’ court- 
appointed guardian to use the minors’ 
property for their support). It appeared 
from the record in the case that their 
parents were well able to support the 


children. 


Tax Court opinion 
“The 


and Wyatt continue, ‘answered the first 


Tax Court,” Messrs. Nossaman 
contention by pointing to Rev. Rul. 
54-400 and three Court of Appeals de- 
cisions, all holding that the disabilities 
placed upon minors by state statute, in 
themselves, do not convert a gift of 


property to a minor’s guardian into a 
gift of a future interest. 

“As to the second argument, the Tax 
Court answered that the conditions im- 
posed in the deeds of gift were de- 
signed to remove restrictions upon the 
immediate use of the donated property 
by the minor rather than to add restric- 
tions which would create futurity. 

“With this last answer Mr. Lippitz 
took lengthy and detailed exception. He 
rightly points out that Briggs reflects 
‘another instance of inconsistency be- 
tween the income and gift tax provi- 
sions’ but to somewhat greater 
length to point out that Briggs, in his 
view, does dishonor to the protection- 
istic aspects of state laws, which restrict 


goes 


the immediate use of a minor’s property 
for his support when his parents are 
able to support him. 

“In the opinion of us who repre- 
sented the taxpayer in the Briggs case, 
Mr. Lippitz finds a good deal more in 
the case than was there. To begin with, 
Mr. Lippitz is in error in suggesting 
that the court, examining the effect of 
the conditions attached to the Briggs 
gifts, was going further than it had to; 
in fact, the court was doing the govern- 
ment the honor of answering its argu- 
ments, which were directed specifically 
to the actual effect of those expressed 
conditions (above and apart from the 
effect of the state statutes). 

“Mr. Lippitz suggests that the Briggs 
opinion ‘appear[ed] to neglect’ the pur- 
pose of state requirements for judicial 
supervision of guardians — to conserve 
minors’ estates. If this purpose is neg- 
lected, it is because it is not relevant to 
the issue which was before the Tax 
Court. The court did not have to de- 
cide whether it was wise to conserve 
minors’ estates when their parents were 
rich enough to provide for them; it had 
to decide whether the statutes, so pro- 
viding, prevented present enjoyment by 
the minors—regardless of whether that 
enjoyment was beneficial or wasteful. In 
the context of the gift tax law, it is 
only material whether the minor can 
now use his property; it is immaterial 
whether the ‘benefit’ conferred upon 
him as a result of such use is helpful 
(as, when he invests in high grade stocks) 
or hurtful (as when he invests it in 
chewing tobacco).” 


Position defended 


“One 
counsel concludes, “Briggs, contrary to 
Mr. Lippitz’ suggestion, can have no 


thing is certain,” taxpayer's 
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significance in the income tax area. The 
Tax Court was not being insensitive to 
the ‘protectionistic’ approach to guard- 
ianship law or to the income tax regu- 
lations’ adherence thereto; it was rather 
being sensitive to arguments of the gov- 
ernment that ‘protection’ necessarily 
precluded present enjoyment for gift 
tax purposes. 

“In our opinion, the court overlooked 
no points; its judgment was Daniel-like, 
a viewpoint one might expect the 
winning side to uphold. It seems some- 
what less than reasonable for Mr. Lip- 
pitz to complain that the Tax Court did 
not do something that Congress had 
failed to do, namely, create a consistency 
where none exists, between the income 
and gift tax provisions of the Code. 

“Quite commendably, the Tax Court 
restricted itself to the questions before 
it, the questions which had been raised 
by the Government and by the taxpayer. 
If the court made inquiry into the ques- 
tions raised by Mr. Lippitz, it could 
rightfully be accused of uttering dicta 
about which we lawyers complain when 
they are contrary to our contentions. 

“In summary, Mr. Lippitz writes a 
highly analytical comment, but it has 
little to do with the limited issue in 
Briggs.” 


A surrebuttal 


Mr. Lippitz had two comments to 
make on these observations by Messrs. 
Nossaman and Wyatt: 

“First, I of course agree that it would 
not have been appropriate for the Tax 
Court to undertake an extended discus- 
sion such as is contained in my article 
in connection with its consideration of 
the limited question presented by the 
Briggs case. My critical comment with 
regard to the case was intended only as 
a departure point for a discussion of 
the broader problems with which the 
article was primarily concerned. 

“Nevertheless, in their understandable 
enthusiasm over a favorable decision, 
Messrs. Nossaman and Wyatt have neg- 
lected the crux of my argument. They 
equate the ‘protectionistic’ approach of 
guardianship law with concern as to 
whether the minor’s enjoyment of his 
property is ‘beneficial or wasteful,’ and 
insist that ‘present enjoyment’ for gift 
tax purposes would include investments 
in chewing tobacco. 

“I have no desire to incur the dis- 
pleasure of the tobacco industry by de- 
bating the latter point; fortunately, my 
comments were never directed at this 
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type of ‘protectionism.’ The guardian- 
ship laws protect the minor not only 
from himself, but also from invasions or 
diversions of his property by his parents 
or guardians. If Messrs. Nossaman and 
Wyatt appropriation of a 
minor’s funds by others as a form of 


view the 
‘present enjoyment’ by the minor of his 
property, I can only observe that their 
definition of the term is considerably 
broader than my own. 

“The faith expressed by these gentle- 
men in the infallibility of the Tax Court 
is touching. (Presumably they would 


not have entertained the _ slightest 


thought of appealing even had the de: 
cision been adverse.) I, too, share a very 


high regard for the wisdom and percep- 
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tion of the judges of this court, and I 
agree, further, that Judge Tietjens did 
have the obligation to answer the Gov- 
ernment when it attempted to revive 
the long-discredited argument that pro- 
tection afforded a minor by state law 
necessarily precludes ‘present enjoyment’ 
for gift tax purposes. Nevertheless, I 
humbly submit that the Tax Court 
would have been on sounder ground if 
it had pointed up the fallacy of the 
Commissioner’s approach, rather than 
falling into the very same error by im- 
plying that the minor has an even 
greater degree of ‘present enjoyment’ 
when there is no one around who has 
the duty to make sure that his property 
is not stolen.” % 


gif t tax decisions 





Reversion by operation of law insuffi- 
cient to require inclusion of trust in de- 
cedent’s gross estate. In 1921 decedent 
and her brother executed a declaration 
of trust establishing herself as trustee 
of certain oil and gas royalties for cer- 
tain persons, among them members of 
decedent’s family. The instrument pro- 
vided that the royalty interests were to 
be shared by the beneficial owners but 
made no provision for distribution of 
the trust property upon termination of 
the trust. It is held that decedent’s re- 
versionary interest, if any, arose by 
operation of law, not by the éxpress 
language of the instrument. Since the 
trust was established prior to 1949 it is 
not includible in her gross estate under 
Section 2037. Richardson D.C. Wyom- 


ing, 1/12/61. 


Divorce settlement was for considera- 
includible in estate. 
transferred certain 


tion; interest not 
Decedent property 
pursuant to a property settlement agree- 
ment with his wife later incorporated 
in a divorce decree. The Commissioner 
contended that property in which de- 
cedent retained a life estate should be 
included in his gross estate, but the Tax 
holds The 


settlement agreement was a 


Court otherwise. property 
settlement 
of business as well as marital rights and 
the transfer of the property in which 
decedent retained a life estate was made 
for full and adequate consideration; its 
value is not includible in his gross estate. 


McCoy TCM 1961-40. 


Administration expenses deducted on 
income tax return reduce charitable de- 


duction. The testator bequeathed the 
residue of his estate in trust, the trustees 
to pay to two employees specified modest 
monthly payments for life, the remain- 
ing net income to be paid a sister-in-law 
for life and at her death, the net in- 
come to be paid in perpetuity to Wash- 
ington University for specified charitable 
purposes. The executors elected to claim 
costs of administration aggregating 
$121,000 in the estate’s income tax re- 
turn and asserted that the residue of 
the estate and charitable bequest was 
to be computed without reduction for 
these expenses. The Commissioner took 
the position that such administration 
expenses should be deducted from the 
gross estate before determining the resi- 
due for charitable purposes 
and the court of appeals agrees. There 


available 


was no evidence to support a finding 
that the administration expenses were 
in fact paid out of income rather than 
out of corpus of the estate. Luehrmann 
CA-8, 2/8/61. 


Government can’t argue contemplation 
of death in claim under 1949 Technical 
Charges Act. Decedent established an 
irrevocable 1910 retaining a 
reversionary interest the value of which 


trust in 


immediately prior to his death in 1942 
455%, of the value of the 
corpus. In 1948 the Tax Court held that 
the includible 


was 


trust was in decedent’s 


gross estate by reason of the retained 
reversionary interest. After the enact- 
ment of the Technical Charges Act of 
1949, the executors brought suit for re- 
fund based upon that Act which pro- 
vided, in effect, that such a trust would 


not be taxable unless the reversionary 
interest in the grantor arose by the 
express terms of the agreement rather 
than by operation of law and unless the 


‘ reversionary interest had a value, imme- 


diately before the death of the decedent, 
of at least 5% of the value of the trust. 
As a defense the Government asserted 
for the first time that the transfers were 
made in contemplation of death. The 
Court of Claims holds, however, that 
the government was prevented from 
raising this defense by 
failure to raise the issue in the earlier 
Tax Court proceeding and that the 
executors were entitled to a _ refund. 
Hanover Bank, Ct. Cls. 1/18/61. 


reason of its 


Trustee paid insurance premiums; por- 
tion of proceeds is taxable. In 1934 de- 
cedent transferred securities into an irre- 
vocable trust for the benefit of his wife 
and children. In 1935 he assigned sev- 
eral policies of insurance on his life to 
the trust, and thereafter until his death 
in 1952 the life insurance premiums 
were paid by the trustee out of trust 
income. That portion of the insurance 
proceeds, bearing the same ratio to the 
total proceeds as the premiums paid 
1941, the 
total premiums paid, was held by the 
district court to be properly includible 


after January 10, bear to 


in the decedent’s gross estate. The court 
reasoned that premiums paid by the 
trustee were paid “indirectly by the 
decedent” and held that the premium 
payment test was applicable. (1939 Code, 
Section 811(g)(2)) E. S. Cahen Trust 
DC N. Dist. Illinois 12/30/60. 


Attorneys’ fees held not deductible from 
estate; not its expense. Decedent’s ex- 
ecutor, who was an attorney, claimed de- 
ductions for fees paid to two other at- 
the 
them. It was disclosed that one attorney 
had performed services that the execu- 
tor was capable of handling and further 
that his fees were paid by the heirs, not 


torneys; Commissioner disallowed 


out of the estate. The second attorney, 
employed to represent the executor in 
his individual capacity as well as in his 
capacity as executor, kept no record of 
the time spent on work performed. It is 
held that no portion of the fees paid to 
either of the two attorneys is deductible 
from decedent’s gross estate. McCoy, 
TCM 1961-40. 


Fees paid to attorneys in will contest 
suit not deductible. 
Ohio also 


Executrix of an 


estate was designated as 
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residuary legatee. As executrix she in- 
curred attorneys’ fees in the amount of 
$15,000 to defend the will in a will con- 
test action. Although the probate court 
allowed the attorneys’ fees as an expense 
of administration, the district court held 
that such fees were not deductible on 
the estate tax return. Under Ohio law 
an executor may assume the defense of 
a will contest action and where this is 
done in a disinterested effort to main- 
tain the will and to effectuate the in- 
tention of the testator the expense of a 
successful defense may be allowed as 
an expense of administration; but where 
the executor of a will is also a legatee, 
there is a presumption that he acted 
behalf. The district court 
indicates that the presumption was ap- 


Welch DC, S.D. 


in his own 


plicable. Cadden vw. 
Ohio W. Div. 1/19/61. 


Trust income payable to minor’s trusts 
qualifies for exclusion. A grandparent 
trust for the benefit of 
each of two minor grandchildren. The 


established a 


trusts clearly qualified for the gift tax 
exclusion. The trustee was given discre- 
tionary authority to pay to a beneficiary, 
or apply for his or her benefit, so much 
of the income and principal as he 
deemed proper. Trust principal and all 
accumulated net income were to be paid 
to the beneficiary at age 21 or to his 
or her estate in the event of his or her 





Trust can’t deduct expenses of house 
occupied by beneficiary rent free. A 
grantor of a trust conveyed certain 
claims he had against his son to the 
trust on condition that if his son con- 
veyed certain property to the trust, the 
trust would extinguish the claim and 
grant the son the right to occupy the 
property conveyed rent free. The son 
conveyed the real estate, the claims were 
extitnguished, and the son was allowed 
to live on the property rent free. The 
trust sought to deduct its expenditures 
for repairs and maintenance of the prop- 
erty on the theory that the expenditures 
were incurred for the management, con- 
servation or maintenance of property 
held for the production of income. The 
court denies the deduction. The reason 


rent-free occupancy was granted is im- 
is the fact that the oc- 
cupancy is rent-fee that precludes the 
claim of holding the property for the 


material; it 


-New decisions: income taxation of trusts 


prior death. The mother of the bene- 
ficiaries established a separate short- 
term trust. The trustee of the short-term 
trust was directed to pay the entire net 
income for a maximum of 10 years in 
equal shares to the trusts established by 
the grandparent. The Tax Court holds 
that the gifts of trust income under the 
mother’s trust qualify for the annual ex- 
clusion as gifts of present interests under 
the 1954 Code Section 2503(c). Konner, 
35 TC No. 80. 


Discretionary power to accumulate in- 
come fails to disqualify trust for exclu- 
sion. A _ grandparent four 
trusts, one for the benefit of each of 
four grandchildren. A beneficiary was 
to receive income to age 30 years when 


establised 


he was to receive the principal of his or 
her trust. The trustees were given dis- 
cretionary authority to expend or ac- 
cumulate income for a beneficiary dur- 
ing minority, but any unexpended sums 
of accumulated income were to be paid 
to the minor at his or her majority or 
to his or her estate in the event of death 
prior to majority. The Tax Court holds 
that the gifts of income payable to and 
accumulated for a beneficiary to age 21 
qualified for the gift tax exclusion 
under the 1954 Code Section 2503(c), 
but the gifts of income payments from 
age 21 to age 30 and the gifts of corpus 
did not so qualify. Herr 35 TC No. 81. 


production of income. Prince Trust, 35 
TC No. 108. 


Interest on bequest not taxable. Under 
the will of a California decedent, the 
taxpayer was bequeathed $100,000. The 
decedent died in 1949 and in 1954, the 
superior court of Los Angeles County 
entered a decree whereby the taxpayer 
was to receive $113,666.67. This amount 
constituted satisfaction of the $100,000 
bequest, plus $13,666.67 compensation 
for delay in payment under the Cali- 
fornia Probate Code. The Government 
sought to tax the $13,666.67 as interest. 
This entire 
amount of $113,666.67 is a bequest to 
the taxpayer paid in one lump sum, and 
no portion of the $113,666.67 is tax- 
able as “interest income’. As an alterna- 


court concludes that the 


tive ground, the court pointed out that 
the estate was on a fiscal year basis and 
that although the amount of $13,666.67 
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was received in 1954, that amount would 
not be income to the taxpayer until 
1955 under the conduit theory of taxa- 
tion of estates. Folckemer, DC Tex., 
2/23/61. 


Estate administration not excessively 
long; claim in dispute. Taxpayer and 
his wife were partners in a cattle and 
ranch business. They also owned real 
estate as joint tenants. On the wife's 
death, the partnership was continued 
with the 
years. 


wife’s estate for about four 
A claim against the estate, in 
litigation, was settled shortly prior to 
the final distribution of the estate to the 
taxpayer, the sole legatee. The Tax 
Court denies the Commissioner’s con- 
that the estate administration 
was unduly protracted and that the en- 
tire partnership income is properly tax- 
able to the husband from the time the 


tention 


estate tax return was filed, about one 
year after date of death. The settlement 
of a disputed claim is a valid reason 
for continued administration of the 
estate. During that period, taxpayer’s 
control of the estate assets in the 
fiduciary capacity of executor and his 
rights as sole legatee are not sufficient to 
cause the income to be taxed to him. 
The income from the land held jointly 
is entirely taxable to the husband from 
the date of the wife’s death, as taxpayer 
has not proved that there was no true 
joint tenancy. Petersen, 35 TC No. 107. 


Beneficiaries residence makes trust liable 
for Calif. tax. A California resident 
established six trusts for the benefit of 
his wife and children who also resided 
in the state. The nonresident trustee, 
First National Bank of Chicago, could 
accumulate the income or distribute it 
for support and education. Most of the 
income came from sources outside Cali- 
fornia but some resulted from rents and 
property sales within the state. In the 
belief that the trusts were not liable for 
out-of-state 
trustee failed to report it and penalties 


tax on the income, the 
were assessed. On appeal, the California 
Board of Equalization holds that the 
residence of the trustee is immaterial: 
The California Revenue and Taxation 
Code specifically provides that the en- 
tire net income of a trust is taxable if 
the beneficiary is a resident. The con- 
stitutionality of the statute was not 
questioned and the penalties for late 
filing were upheld. First National Bank 
of Chicago, Calif. State Bd. of Equal., 
12/13/60. 
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How a guarantor can qualify his 


loss as deductible in full 


by EDMUND SHLENS 


If a business can obtain financing only if its loans are guaranteed, the wise guaran- 


tor tries to arrange the transaction for the maximum tax recovery should he be 


required to fulfill the guaranty. Mr. 


Shlens reviews the various ways of doing 


business and making loans with particular attention to the recent cases. 


ce CopbE recognizes four categories 
of deductions for the loss arising 
when a guarantor pays the debt of an- 
other: 


it can be a business bad debt,! 


a loss incurred in a trade or business,” 
a loss incurred in a transaction entered 
into for profit,8 or a nonbusiness bad 
debt.4 The first three kinds of loss are 
full; the last is treated 
as a short-term capital loss. Ever since 


deductible in 


the Supreme Court’s Putnam5 decision, 
it has been clear that the bad debt and 
profit transaction categories are mutually 
exclusive. 

if a 


deductible as a 


debt becomes worthless, it is 


bad debt or not at 
all. Thus a taxpayer who is not in the 
business of financing is barred from 


qualifying his loss under the simple 
provisions dealing with profit transac- 
tions. 

The that all 


losses resulting from guaranties of loans 


Treasury has stated 
to corporations will give rise to bad 
the principal 
when the pay- 
ment is made. It says that the facts of 


debts whether or not 


debtor is in existence 
each case will determine whether or not 
they are business bad debts.* This posi- 
tion may be subject to attack, however, 
if payment by the guarantor is made 
after the original lender’s existence has 
ceased.7 

There is a significant exception to 
the rule that losses from guarantees 
give rise to bad debts whose business 
or non-business status depends on the 
facts. Section 166(f), originating in the 
1954 Code, allows a business bad debt de- 
duction for certain guaranties or in- 


demnities by noncorporate parties of 


noncorporate obligations where the pro- 
ceeds are used in the borrower's business. 
The apparent purposes behind this sec- 
tion—aid to small firms—does not, how- 
ever, logically justify distinguishing be- 
tween corporate and noncorporate 
loans.§ 


Putnam case 


The landmark case on handling guar- 
anty of debts is Putnam. 
There the Supreme Court held the guar- 
antor suffers a nonbusiness bad debt in 


corporate 


a simple guaranty situation even where 
the principal debtor was insolvent. The 
taxpayer claimed that the payment con- 
stituted a loss in a transaction entered 
into for profit. The guarantor, a law- 
yer, that the 
relate to his business.9 The court 


conceded loss did not 
rea- 
soned that the original debt had value 
prior to payment by the guarantor since 
the guaranty itself gave it value; pay- 
the 
guarantor to the creditor’s rights, and 
the debt became worthless in the guaran- 
tor’s hands. In essence, the guarantor 
possessed a valuable debt for a split 
One of the several 
sons assigned for the decision was that 
a guaranteed loan to a corporation has 
the economic effect as a direct 
loan, and that both should receive the 
same treatment (i.e., capital loss limita- 
tions should apply to both).1° 


ment resulted in subrogation of 


second. other rea- 


same 


Lending as a business 


If a guarantor can that the 
transaction is proximately related to his 
business, then he can deduct his loss 
business bad debt or a_ business 


show 


as a 


loss, unaffected by the capital loss limi- 
tations. This principle of course ap- 
plies to the lending business.11 

In Dorminey, a wholesale dealer un- 
able to obtain bananas made loans to 
a corporation which was to supply them 
to him; de- 
ductible as business bad debts.12 Simi- 
larly, an individual who formed three 
corporations to operate food processing 
plants, leased the plants to the corpora- 
tions, and agreed, inter alia, to supply 
adequate financing to the corporations, 
was allowed full deductions for the re- 
sulting losses since they were incidental 
to his individually-conducted leasing 
business.13 The owner of an interest in 
a management contract with an insur- 
ance company who also held a minority 
share in the company was held to have 
guaranteed loans to sustain the man- 
agement contract and not because of 
his stock interest; thus he was entitled 
to business bad debt deductions.14 A 
significant factor in this case was the 
relative the total 
amount guaranteed by taxpayer and 
others was $750,000, taxpayer’s stock 
investment was $57,000, 


losses on the loans were 


amounts involved: 


and total un- 
paid management fees owed under the 
management contract at time of in- 
solvency of the corporation exceeded 
the sum of $400,000. 

A person who is engaged in promot- 
ing organizing, and financing corpora- 
tions bad 
debt, losses from loans to (or guaranties 
for the benefit of) one of the ventures.15 
The Commissioner’s position on this 
matter 


may deduct, as a_ business 


is that investments, no matter 
much time is 
spent with them, do not make up a 


business.16 The concept of a promoter 


how extensive or how 


to this writer embodies, besides form- 
ing and promoting new ventures, dis- 
posing of at least some of them. Ac 
the stand 


would not limit a true promoter who 


cordingly, Commissioner’s 
does not retain his promotions. In his 
case, loans to a fledgiing company are 
a necessary part of the activity of start- 
Contrasting the 
Smith and Giblin cases on this point, 
apparently the only business disposed of 
by Smith was the one for which the 
bad debt was claimed, 


ing new companies. 


whereas all of 
Giblin’s businesses either were sold or 
failed.17 

Also involved in the promoter cases 


is the extensiveness of activity necessary 
to create a business. It is surprising in 
this respect to see the number of cases 
involving only two or three promotions 
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which taxpayers bring to trial and lose. 

Although operating through a cor- 
poration generally prevents deduction 
of the losses as personal business losses 
(i.e., the individual generally is not con- 
sidered to be in business, and the cor- 
poration is not his agent),1® there are 
several cases holding that the individual 
himself was in a certain business, even 
though corporations were used, and as 
such, personally suffered the business 
losses.19 Cases analogous to these in- 
volve individuals who form joint ven- 
tures or enter profit-sharing arrange- 
ments with their controlled corpora- 
tions, and are allowed to deduct their 
personal loss.?° 

A full deduction has been granted 
for controlled advances 
where the payment is necessary to pre- 
serve the 


corporation 


business reputation and 
credit,21 or the prestige? of the con- 
trolling shareholder or of a related busi- 
ness. In any case involving a sinking 
corporatior. some harm will be done to 
the owner's credit or prestige; this 
theory only applies to the situation of 
threatened harm to a related business. 

An interesting aspect of this problem 
is that of loans by corporate directors, 
officers or employees to the corporation. 
Is their work a trade or business? The 
outcome withdrawals 
from the company are to be labelled 
ordinary income, and advances to the 


seems unfair if 


11954 Code 166(a) ; 1939 Code 23(k) (1). 

21954 Code 165 (c) (1); 1939 Code 23(e) (1). 

*1954 Code 165 (c) (2); 1939 Code 23(e) (2). 

“#1954 Code 166 (d); 1939 Code 23(k) (4). 

> Putnam, 352 U.S. 82. The Putnam case is criti- 
cized at length in Brown, “Putnam v. Comm’r: 
The Reimbursable Outlay under the Tax Law,” 
Buff. L. Rev. 283 (1957). 

® Rev. Rul. 60-48, 1960-1 CB 112. Of course, a cor- 
porate guarantor cannot have a non business bad 
debt so should not, in general, be concerned by 
Putnam. See generally, United Gas Improvement 
Co., 240 F.2d 312 (CA-3, 1956). 

* Abraham Greenspon, 8 TC 431, non acq., Rev. 
Rul. 60-48, preceding footnote, allowed a loss de- 
duction where the guaranty payment was made 
after the corporation was liquidated. See also Foz, 
190 F.2d 101 (CA-2, 1951). In Putnam payment 
succeeded insolvency of the corporation, but pre- 
ceded dissolution. A dictum in Putnam states that 
nonexistence of the debtor is immaterial to the 
type of deduction involved. However, the lack of 
subrogation rights would make the Putnam opin- 
ion inapposite. 

®On 2/28/61 the Federal Taxation Committee of 
the American Institute of CPA’s submitted its 
recommendations for amendment of the Code to 
the House Ways and Means Committee. Recom- 
mendation number eight is that Section 166(f) 
should be extended to include guaranties by non- 
corporate parties of a corporate obligation where 
the proceeds are used in the business of the cor- 
poration. 





» The claim that an investment will attract clients, 
so that loss on the investment is a business ex- 
pense, was rejected in Cyrus C. Miller, pp. 54,344 
P-H Memo TC (1954). 


company become capital losses. Recent 
cases on this point are quite harsh.?% 
In contrast, held 
to be fully deductible losses on profit 
transactions where the officer might have 
personally been liable for mismanage- 
ment.24 It is submitted that, from an 
abstract view of earning a living, the 
restrictive cases take a weak stand. What 
can be more closely related to obtain- 
ing income from a corporation than ad- 
vances which keep it alive? Earning a 
living through the performance of em- 
ployed services is certainly not very dif- 
ferent from the independent perform- 
ance of services.*5 

The cases frequently differ on which 
of the statutory sections is involved even 
though fact 


advances have been 


situations are identical. 
Transactions entered into for profit, 
which have a smaller quantum of activ- 
ity than is necessary for a business, busi- 
losses, and bad debts 
overlap each other. In case of doubt, 


ness expenses, 


alternative claims may prove advan- 
tageous. 
Indemnity losses 

James R. O’Connor?® illustrates a 


situation in which the taxpayer is af- 
forded relief. O’Connor entered into an 
agreement for stock market investing 
with Mr. and Mrs. Levy. He was to 
have little control over the dealings, 
and was to impart confidential infor- 


10 Contrast with 1954 Code 166(f) which allows 
business bad debt treatment for guaranties (but 
not for loans) benefitting a noncorporate borrow- 
er. 

1! The usual question of extensive-enough activity 
to constitute a business is important to these 
cases. Mangrum, TCM 1960-136. 

1226 TC 940. Another supplier case is Levine, 31 
TC 1121. Koppelman, 27 TC 382 (1956), found 
that the loans supported a stock investment since 
the loans were made subsequent to the conducting 
of operations for a period of time and in order to 
begin a new line of business; there would have 
been no difficulty in obtaining a supply of the new 
product elsewhere. 

18 Maloney Vv. Spencer, 172 F.2d 638 (CA-9, 1949). 
144 R. B. Cowden, 34 TC No. 82 (1960). The Tax 
Court distinguished Putnam on the ground that 
Cowden had a separate, related business. 

4 Vincent C. Giblin, 227 F.2d 692 (CA-5, 1956) 
(twelve separate ventures entered into by a law- 
yer trying to escape from the practice of law; half 
of his time was spent with the promotions); Alez- 
ander, 34 TC 758, acq., IRB 1961-4 (twenty-eight 
separate businesses entered into over a period of 
seventeen years by a family group). 

16 The leading case on this point is Smith, 203 F.2d 
310 (CA-2, 1953). See also H. B. Rollins, 276 F.2d 
368 (CA-4, 1960), where twenty-two ventures 
were undertaken, but the taxpayer was found to 
have been motivated more by his interest as an in- 
vestor, officer, and employee than as a promoter. 
This case seems to be unique in considering eleven 
separate corporate ventures into the trucking in- 
dustry as being only one promotion. 

17 Footnotes 16 and 15, respectively. 

18 B. A. Kausal, pp. 56,289 P-H Memo TC (1956); 
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mation to the Levys; they were to de- 
cide whether or not to buy. Profits 
and losses were to be shared equally, 
with the Levys making the initial cash 
outlays. Losses were sustained in 1949 
and 1950, and O’Connor paid the 
Levys in 1953. The Commissioner main- 
tained that this was a joint venture and 
that capital losses were reportable by 
all parties in the years the securities 
were sold. The court found, based on 
O'Connor's testimony, that the control 
necessary to a joint venture was lack- 
ing, and that there had been a guar- 
antor’s loss on a profit transaction, de- 
ductible in the year paid. Current cases 
would probably classify the transaction 
as an indemnification and not a guar- 
anty, since there was no right of re- 
covery from the Levys. An indemnity 
is distinguished from a guaranty by 
the lack of subrogation rights in the 
former; thus, there is no debt and the 
Putnam doctrine is inapplicable. The 
importance of the case lies in its up- 
holding an ordinary deduction, unre- 
lated to a debt, in an indemnity type of 
profit transaction. 

The guaranty of a corporate obliga- 
tion (or loan to a corporation)?? where 


Koppelman, footnote 12. 

19 Stokes Estate, 200 F.2d 637 (CA-3, 1953), al- 
lowed a business bad debt as incidental to taxpay- 
er’s business of exploiting patents. Gamble, TCM 
1960-238. 

20 C. A. Ripley, 26 TC 1203; Wiggin, 46 F.2d 743 
(CA-1, 1931). 

21 Don T. Allen, 283 F.2d 785 (CA-7, 1960) (de- 
duction only allowed for the final payment out of 
many where taxpayer was not obligated to make 
the payment, but did so to protect his other cor- 
poration’s credit position). Contrary result: Dodd, 
TC Memo 1961-8 (close connection between con- 
trolled corporation and the sole proprietor’s busi- 
ness, yet the Tax Court held that the advances 
were made to create a new corporate business and 
not to protect the existing business. The court was 
influenced by the thinness of the corporation: ad- 
vances were necessary to start it and keep it un- 
derway, and were not made to protect the related 
business). 

2 Funk, footnote 30 (individual’s name established 
in the dictionary trade). In the Funk case the 
court established three separate categories of ad- 
vances and treated each differently. 

2. M. Trent, 34 TC No. 93 (employment was 
conditioned on the advances, yet they were held 
to be nonbusiness bad debts); Aubrey S. Nash, 31 
TC 569 (1958) (assuming that the officer’s em- 
ployment was a trade, the guaranties were not 
proximately related to it). 

% Peter Stamos, 22 TC 885 (1954); Frank W. 
Byrne, pp. 45,282 P-H Memo TC (1945). 

2% Cf. Cowden, footnote 14. 

% TC Memo 1960-70. 

27 The two are considered by the cases to be similar 
—both generally give rise to a debt. 
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exceptions mentioned above do not ap- 
ply, will entail nonbusiness bad debt 
treatment.?8 Worthlessness of a “loan” 
to a thin corporation can result in a 
capital loss to a person whose bona fide 
loans might, when worthless, be de- 
ductible as bad business debts, since the 
losses are from stock and not from a 
loan.29 Even if a loan is found to ex- 
ist, if the instrument representing the 
loan is a bond or note in registered 
form or with interest coupons attached, 
there is a chance that the security will 
be found to be a capital asset.30 


Other aspects 

It is possible that payments to assist the 
debtor whose liability is guaranteed,?1 
or a payment for a release from liabil- 
ity,3* will escape the bad debt cate- 
gory and result in a loss. Legal ex- 
penses in contesting or settling guaranty 
liability have been held deductible as 
a loss on a profit transaction,33 but legal 
fees, rent and interest paid under the 
guaranty have been held to create subro- 
gation rights.34 

A full deduction was allowed for pre- 
ferred stock donated to a controlled 
corporation with sizeable losses by the 
holder of the majority of its common 
stock.35 The donation was incident to 
a recapitalization and was made to im- 
prove the financial position of the cor- 
This 


create a capital loss on the worthless- 


poration. action would seem to 


ness of an investment (a point not 
argued by the Commissioner) or a con- 
tribution to capital, but the court held 
that the absence of a sale or exchange 
precluded that capital loss limitation 


(i.e., 1954 Code Section 165(f)). 


Summary 


rhe conclusion to be drawn from this 
discussion is that if a businessman has 
to guarantee the debts of his business, 
he should give consideration to a part- 
nership, a Subchapter S_ corporation, 
or a small business corporation as al- 
ternatives to a corporation financed by 
guaranteed loans. The partner can de- 
duct the losses of the business; so can 
the stockholder of a Subchapter S cor- 
poration. Losses on the stock of a small 


*° Putnam, footnote 5; Turner, TCM 1960-210. 

*° Regs. 1.166-1(c); Silverstein, 57-1 USTC pp. 
9320 (DC SDNY, 1957). 

‘© Section 165(e); Funk, 35 TC No. 7. 

' Adler, 44 BTA 112 (1941). 

82 Dillon, 9 BTA 177 (1927). 

%3 Rosset Estate, pp. 54,346 P-H Memo TC (1954); 
Stamos, footnote 24. 

* Nelson, pp. 58,179 P-H Memo TC (1958). 

* Charles H. Duell, TC Memo 1960-248. 
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business corporation are ordinary losses 
subject to the limitations of Section 
1244. Doing business in one of these 
ways would avoid the Treasury’s rule 
that guaranty losses always are bad 
debts. Having established this point in 
Putnam, current efforts of the Treasury 
are being directed to eliminating the 
benefits of the business bad debts sec- 
tion of the Code by interplaying such 
theories as (1) insufficient activity to 
create a business and (2) lack of a 
proximate relationship between the 
guaranty and the business. The tax- 
payers, on the other hand, have sought 
relief by attempting to relate the losses 
to business, or to disassociate the losses 
that the 
Code section may apply. As is true with 
all other areas of the law, this one is 
evolving constantly. 


from debts, so more liberal 


Dividend withholding, expense 
account limitations expected 


No MATTER how President Kennedy’s 
business expansion incentives and _for- 
eign income revisions fare at the hands 
of Congressional committees, political 
seers generally expect that withholding 
on interest and dividends will go 
through, as will tightening on expense 
accounts. Termination of the dividend 
exclusion and credit are less likely and 
proposals to get more tax from co- 
operatives may fail. 

The form of withholding proposed 
by the President would limit the paper- 
work by the payors of interest and divi- 
dends; they would simply pay over 20% 
to the Treasury but would not have to 


list the payees. The burden would be 
on the taxpayer to claim the refund 
due him if he is not subject to tax. This 
plan would, the Treasury thinks, sub- 


‘stantially improve reporting. When the 


Treasury is able to use high-speed auto- 
matic data processors (EDP) then al- 
most perfect reporting can be expected. 
The first step is the request that tax- 
payers’ social security numbers be used 
in assigning a number for each taxpayer. 

On expense accounts, Kennedy pro- 
posed disallowance in full of entertain- 
ment expenses, the cost of maintaining 
luxury facilities (yachts, hunting lodges 
and the like), gifts over $10, and club 
dues. Expenditures for food would be 
disallowed except for three kinds: (1) 
for employees (in a company 
cafeteria, etc.), $4 to $7 a meal for food 
in connection with business meetings 


food 


(other than those for entertainment or 
creation of good will) and food during 
travel. 

Travel allowance for meals and lodg- 
ing would be limited to $30 a day; if 
any part of this trip is for personal rea- 
sons allocation of the expense and the 
allowance would be required. 

Kennedy asked for repeal of both the 
$50 dividend the 4% 
dividend that 
have been urging more incentives for in- 


exclusion and 
credit. Business groups 
vestment opposing ending this first -at- 
tempt to mitigate double taxation of 
corporate income. 

As to cooperatives, Kennedy asked 
that all income be taxed to either the 
cooperative or to the patron, withhold- 
ing be instituted as proposed for in- 
terest and dividends. ¥ 





“New decisions affecting individ als 


*Payments were alimony, though they 
decreased as children reached majority. 
Pursuant to the terms of an agreement 
incorporated into a divorce decree, tax- 
payer undertook to pay his former wife 
alimony of $250 per month. These pay- 
ments were to be reduced by 14 when 
each of their three children either at- 
tained majority or became self-support- 
Tax Court found that the 
agreement, in effect, fixed the 
$250 monthly payment as for the sup- 
port of the children and denied a de- 
duction for alimony. This court reverses. 
Citing its own prior decisions and recog- 
nizing possible conflicts with decisions 
holds that the 


ing. The 
entire 


of other circuits, it 


wife had full control of the funds. This, 


the court believes, is the true test of 
what constitutes alimony, although the 
parties may have intended that she use 
the payments for child support. Ashe, 
CA-6, 3/29/61. 


Life tenant taxed on capital gain. The 
taxpayer received a life estate in cer- 
tain property under the will of a dece- 
dent. In 1952, the life tenant sold the 
fee title to the property under a power 
of sale contained in the will, giving her 
the right to sell the property for re- 
imbursements, retaining the proceeds 
under the same terms and conditions. 
This court holds that the life tenant is 
liable for tax on the entire gain from 
the sale because the power of sale makes 
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the life tenant a quasi-trustee. Robin- 
son, DC Ga., 2/20/61. 


Payments to ex-wife after Texas divorce 
not alimony; were division of com- 
munity property. Periodic monthly pay- 
ments of $150 by a divorced husband to 
his former wife, both residents of Texas, 
pursuant to an agreement incorporated 
in their divorce decree are held not to 
be alimony. Neither the parties, nor the 
divorce court considered the payments 
to be for support and maintenance, since 
under Texas law there is no obligation 
on the part of a man to support a di- 
vorced wife. Accordingly the payments 
were considered in lieu of an accounting 
of the community property retained by 
the husband. Wilson, TCM 1961-84. 


Tax Court splits three ways on tax- 
ability of wife for insurance premiums 
paid by husband under separation 
agreement. Taxpayer's separation agree- 
ment provided that her husband main- 
tain, for 20 years, a $100,000 life insur- 
ance policy on his life naming her as 
beneficiary. He was to pay the premiums 
and she had the right to draw down the 
cash surrender value but if she did his 
The husband 


obligation would cease. 


gratuitously transferred ownership of 
policy to her with a reversion in him if 
she predeceased. The Commissioner in- 
cluded the amount of the premium pay- 
ments in her income as periodic pay- 
ments made pursuant to a separation 
agreement. The majority of the Tax 


Court finds for the taxpayer on the 


ground that these payments are not 


reccived by her. Constructive receipt 
of the premium payments is not present 
since the taxpayer is merely a_bene- 
ficiary, not an absolute owner of the 
policy. Her restricted right to the cash 
surrender value does not constitute own- 
ership. Further, she is not in construc- 
tive receipt of the increase in surrender 
value attributable to the premiums. The 
lapse of the policy that would result is 
a substantial condition; aiso, she might 
never receive any benefits under the 
policy. Two judges would include the 
premiums in the wife’s income. She bar- 
gained for them and procured valuable 
rights, the same as if her husband had 
paid her grocery bill. The husband’s 
residual rights in the policy are of little 
significance as they were subject to the 
primary control of taxpayer. Two judges 
would include the increase in surrender 
value in the wife’s income. This value 
is taxpayer’s absolute property; that the 


policy would lapse if she drew it down 
does not alter that fact. Griffith, 35 TC 
No. 99. 


Payments for less than ten years are 
not alimony. Taxpayer entered into a 
separation agreement with his wife on 
June 30, 1955 calling for the payment 
of a lump sum in installments from July 
1, 1955 to September 22, 1964. The 
agreement was incorporated into a 
divorce decree filed August 1, 1955 in 
the State of Ohio. Even though by the 
terms of the agreement the final pay- 
ment was due in less than 10 years, tax- 
payer contended the installment pay- 
ments were deductible as “periodic” ali- 
mony because under Ohio law the pay- 
ments were rendered contingent in that 
they would automatically terminate on 
the wife’s remarriage. However the court 
finds the cited Ohio law is applicable 
only if the alimony is payable over an 
indefinite future period. Here the alli- 
mony had a fixed terminal date and the 
contingency was not applicable. Accord- 
ingly the payments could not qualify as 
“periodic” alimony. E/lert, TCM 1961- 
79. 

Husband’s income split for multiple 
support agreement in community prop- 
erty state. Taxpayer, his father, mother 
and six brothers and sisters live in a 
community property state. Taxpayer 
and his father supported the entire 
family. Taxpayer provided over 10% 
and less than 50%; his father provided 
the remainder. On their respective re- 
turns, taxpayer claimed dependency 
exemption deductions for three of the 
children, and his father claimed deduc- 
tions for his wife and the three remain- 
ing children. The IRS rules that the 
taxpayer, his father and his mother 
qualify as persons to enter into a multi- 
ple support agreement under Section 
152(c), regardless of whether the father 
and mother file jointly or separately. 
Under the community property system 
all property and income acquired dur- 
ing marriage belongs to both spouses. 
Since one-half of the father’s income is 
attributable to his wife, the father did 
not contribute over half the family’s 
support, and the provisions of Section 
152(c) are met Rev. Rul. 61-52. 


Son is head of household, though de- 
pendent mother was in convalescent 
home. During 1955 and 1956, the tax- 
payer was the sole support of his aged 
mother. Until 1952, the mother had re- 
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sided with the taxpayer, but in that 
year, the mother had a stroke, was hos- 
pitalized for some time, after which ar- 
rangements were made for her to enter 
a convalescent home. She remained in 
the convalescent home until September 
1956, when she fell, broke her leg, and 
had to be hospitalized again. The 
mother died in December 1956, while 
still hospitalized, without ever returning 
to the home of the taxpayer. This court 
holds that the taxpayer was entitled to 
head of a household status in 1955 and 
1956, even though the mother’s age and 
slight chance of recovery made it im- 
probable that the mother would ever 
return to the taxpayer's place of abode. 
Brehmer, DC Minn., 3/1/61. 


Loss denied on sale of property held for 
personal use but later rented for three 
months. Taxpayer purchased a two-acre 
plot for a residence. He later abandoned 
his plans to build and offered the plot 
for rent or sale. A rental of $150 was 
received for a period of two or three 
months in the summer of 1951, and no 
rental thereafter up until the time the 
property was sold in 1954. The court 
holds the rental income too trivial to 
show a real intention on the part of 
taxpayer to convert the property to 
business or income-producing property. 
Taxpayer is therefore not entitled to 
deduct a loss on the sale of the land. 
Foehl, Jr., TCM 1961-93. 


*Psychiatrists can’t deduct cost of own 
psychoanalysis. Taxpayers, two psychia- 
trists, had already completed their medi- 
cal and psychiatric training. They en- 
rolled at insititutes for training in psy- 
choanalysis. They incurred expenses for 
seminars, lectures, supervised clinical 
work, and personal analyses for which 
they claimed education expense deduc- 
tions. A majority of the Tax Court, with 
five dissents, disallowed the deductions 
on the ground that the purpose of the 
training was not to maintain or improve 
their skills as psychiatrists but to acquire 
a new skill and to satisfy the minimum 
requirement for establishing themselves 
as specialists (psychoanalysts). This court 
affirms. The Regulations allow a deduc- 
tion for education expenses undertaken 
primarily for the purpose of improving 
a taxpayer's skill in his employment or 
business. The court concludes that recog- 
nition as a psychoanalyst can only be 
obtained by attendance at these special 
institutes and by undergoing analysis. 
Taxpayers were acquiring a new skill. 
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Taxpayers’ alternative argument that 
the cost of personal analysis is a medical 
expense is rejected by the court on the 
ground that it was not so intended by 
them. Namrow, CA-4, 3/27/61. 


Principal stockholder cannot deduct 
salary payments paid by him to corpo- 
rate president. Taxpayer, an attorney, 
owned 14 of the stock of a corporation; 
he had been president of the corpora- 
tion and was general counsel during the 
year in question. To obtain the serv- 
ices of a certain individual as president, 
taxpayer paid part of his salary for serv- 
ices performed for the corporation. Tax- 
payer seeks to deduct the amount paid 
as either a trade or business expense 
or as a non-trade or a non-business ex- 
pense incurred for the production or 
collection of income or for the mainten- 
ance, Management, or conservation of 
property held for the protection of in- 
come. The court denies the deduction 
under either theory holding that for the 
expense to be deductible as a trade or 
business expense it must be directly con- 
nected with or pertaining to taxpayer's 
trade or business. The expense was in 
no way related to taxpayer’s law prac- 
tice. Similarly, a deductible non-trade 
or non-business expense the 
taxpayer's. Here, the salary was paid for 
services performed for the corporation 


must be 


and the expense was therefore the cor- 
poration’s, not taxpayer’s. Rand, 35 TC 
No. 106. 


disallowed. 
payer appeared pro se at the trial, and 
the only evidence he offered to support 
deductions 


Unproved expenses Tax- 


contributions, 
taxes, medical expenses, dues, clubs, and 


claimed for 


other expenses were oral statements. He 
refused to produce any tax receipts or 
cancelled checks to support the pay- 
ments. The court sustains the Commis- 
sioner’s disallowance of the deductions 
in full for lack of substantiation. Lawn, 


ICM 1961-78. 


Can’t deduct loss from sale of a resi- 
dence never converted to income-pro- 
ducing use. Taxpayer contracted to pur- 
chase a single family dwelling then being 
built. Shortly thereafter he separated 
from his wife and abandoned plans to 
occupy the house. Not being able to 
obtain a release from the purchase con- 
tract, he took title to the home when 
completed, never occupied it, but listed 
it with a broker for sale. The house was 
eventually sold at a loss. The court holds 
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the loss was of a personal nature and 
not deductible, since there had been 
no appropriation of the property to any 
income producing purpose. The only 
possible act of appropriation was the 
listing with a broker and this was not 
enough to bring the transaction within 
the statutory concept of a “transaction 
entered into for profit.” Paffrath, TCM 
1961-71. 


Legal fees a personal expense. Legal 
fees incurred by taxpayer for his defense 
in a larceny action are held to be per- 
sonal and nondeductible where it was 
not shown that the larceny charge was 
connected with his business. Similarly 
a deduction is denied for legal fees paid 
in regard to taxpayer’s separation from 
his wife. Wollar, TCM 1961-14. 


Production manager can deduct un- 
reimbursed business entertainment. A 
plant production manager is permitted 
to deduct as ordinary and necessary 
business expenses unreimbursed expen- 
ditures for entertaining customers, his 
supervisory staff and their wives, and 
outside contractors engaged in remodel- 
ing the plant. However, because of lack 
of adequate substantiation, the court, 
applying the Cohan rule, allows about 
a third of the claimed total. Walsh, 
TCM 1961-80. 


Fire loss can’t exceed restoration cost. 
Taxpayer's home was damaged by fire. 
Although it was stipulated that the cost 
the house to 
immediately before the fire was less than 
the taxpayer 
burned building suffered a loss in mar- 
ket value, over and above the cost of 
restoring it. This he attributed to the 
fact that a prospective buyer might fear 


to rebuild its condition 


claimed loss, argued a 


that latent structural weaknesses remain. 
But since the parties had stipulated 
“complcte restoration,” the court holds 
such fears groundless. It therefore limits 
the loss to the cost, over insurance, of 
repairs to restore the building to its 
condition immediately before the fire. 
Jenard, TCM 1961-70. 


Away from home expenses denied; all 
relocations were within a _ reasonably 
small area. ‘Taxpayer worked as an elec- 
trician at various sites all in the Chicago 
area. Before coming to Chicago he had 
lived with his parents in Kentucky. He 
seeks to deduct away from home travel- 
ing expenses while in Chicago. The 
court denies the deduction maintaining 


that taxpayer’s allegedly separate and 
temporary jobs constituted a single job 
for the same employer, the substantial 
and actual duration of which indicated 
its indefiniteness. The area in and 
around Chicago was taxpayer's princi- 
pal place of employment for a sub- 
stantial, indefinite, and indeterminate 
period of time, so that meals and lodg- 
ing there incurred are not deductible 
as ‘‘away from home” traveling expenses. 
Edge, TCM 1961-94. 


Airline pilot denied cost of commuting 
and one-day travel. The cost to an 
airline pilot for using his car in getting 
from his home to the airport is con- 
sidered a nondeductible commuting ex- 
pense, even though there was no public 
transportation available, and he was re- 
quired to report for work immediately 
upon call at all hours. He had also 
claimed travel expenses for days in 
excess of the number of days actually 
away from home overnight, on the be- 
lief he could tack morning trips with 
afternoon trips on separate days and 
include these composite days in his total 
figure. The court disallows such expense 
stating the law is well settled that only 
the cost of meals purchased while away 
from home overnight is deductible. 
Finally, because taxpayer claimed the 
standard deduction, the court disallows 
additional deductions for the costs of 
required examinations, equipment and 
uniforms. Bodholdt, TCM 1961-87. 


Expenses away from home allowed to 
race-track starter. The taxpayer, a race 
horse starter and racing official, had 
been, for approximately thirty years, 
employed as a starter, assistant starter, 
or patrol judge, at various race tracks 
throughout the country. For twenty-five 
years, he had lived in Williamstown, 
Kentucky. He was a registered voter in 
Williamstown, paid his real estate taxes 
there, and paid Kentucky income taxes. 
During the year 1954, the taxpayer 
spent seventy-two days in Hot Springs, 
Arkansas, and one hundred fifty-five 
days in Wheeling, West Virginia. The 
Government contended that Wheeling, 
West Virginia, was the taxpayer’s home 
during 1954 because he spent a greater 
portion of his time there than he did 
other place. The 
the temporary nature of the 


at any evidence 


showed 


Wheeling, West Virginia employment 
because in 1956, he was not employed 
in any manner in Wheeling. This court 
says that “home” does not ‘mean the 
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place where more of the taxpayer’s em- 
ployment is carried on than at another 
place and that “home” is not synono- 
mous with “business situs’. In the in- 
stant case, the taxpayer’s home, within 
the intendment of the statute, was the 
place where he had lived for twenty- 
five years; where he had bought a house 
and made a home for his wife, her 
parents, and himself during the past six- 
teen years; and where he votes, pays his 
taxes, and resides between periods of 
employment away from such home. 
Thus, this court holds that the taxpayer 
was entitled to deduct his expenses in- 
Wheeling as well as Hot 
Springs as expenses “while away from 
home in pursuit of a trade or business”. 
Burns, CA-6, 3/10/61. 


curred at 


Free lance writer allowed travel away 
from home area. Taxpayer lived with 
his wife in Arlington, Virginia. As a 
free lance writer and director he spent 
a good deal of time in New York City 
seeking contracts. After obtaining a con- 
tract he would travel to various loca- 
tions around the country for research or 
filming. The court finds that the busi- 
ness engagements of taxpayer were 
temporary in nature; that they required 
his presence in many different parts of 
the country; that some part of his busi- 
ness income was derived from his activi- 
ties in the area where he resided. It con- 
cludes that taxpayer's home for all pur- 
poses was in Arlington, and that his 
traveling expenses from Arlington to 
New York and return, his expenses for 
lodging in New York, and the ordinary 
and necessary expenses paid by him 
there in carrying on his business were 
deductible. Hundt, TCM 1961-81. 


Home was not principal residence; gain 
on sale recognized. Until his marriage 
in 1949, taxpayer lived with his mother 
in a house he owned. After his marriage 
he lived in a rented house for two years. 
In 1951 he bought a new house and sold 
the old house to his mother. The gain 
on the sale is recognized. The old house 
was not taxpayer’s principal residence 
at the time of the sale. Biltmore Homes 
Cooper), CA-4, 3/27/61. 


Can’t deduct interest on policy loan 
after assigning policy. Taxpayer and 
his wife each created irrevocable trusts 
benefit 
transferred to them insurance policies 


for the of their children and 
on the life of the other. Almost twenty 


years later, each purchased the policies 


from the trustee for the cash surrender 
value. Each then borrowed the sur- 
render values and assigned the policies 
to the children. Taxpayers deducted in- 
terest paid on the policy loans for the 
period after the assignment. The Tax 
Court disallows the deduction. Although 
the owner of a policy is not personally 
liable for the interest, he does have an 
obligation to pay it because failure to 
do so reduces has rights under the 
policy. However, this obligation does 
not survive assignment of the policy. 
Taxpayers’ subsequent interest payments 
were in effect gifts to the children. Tax- 
payers’ contention that they are entitled 
to the deduction because they benefited 
from the loans is rejected. The limited 
exception to the general rule, that in- 
terest to be deducted must be paid on 
an obligation of the taxpayer, arises 
only in highly unusual factual situations 
not present here. Dean, 35 TC No. 113. 


National Defense Act stipend to stu- 
dent is excludable scholarship. Tax- 
payer’s married son received a stipend, 
including a family allowance, under the 
National Defense Act of 1958 to aid him 
in pursuing studies at an educational 
institution for a graduate degree. Al- 
though not obligated for present and 
future employment, the son was to de- 
vote nearly all of his time to study and 
research. During the period of matricu- 
lation taxpayer provided amounts for 
support of the son, his wife and his 
children. The IRS rules that the stipend 
constitutes a scholarship excludable from 
the son’s income under Section 117. In 
addition, the IRS holds that the father 
may claim the son as a dependency ex- 
emption provided he furnishes over half 
his support (the scholarship not con- 
stituting support). For the father to 
claim as dependents the son’s wife and 
children he must provide over one-half 
their support. In computing the amount 
the wife and 
children, the scholarship proceeds ex- 


of support for son’s 
pended on their behalf, are included in 
their total support. Rev. Rul. 61-53. 


*xEmployee taxable on convention trip 
paid by employer, not allowed deduc- 
tion. Taxpayer, an insurance agent, with 
his wife attended a company meeting 
at an out-of-town hotel. The employer 
advanced taxpayer $170 to cover their 
cost of travel, and paid their hotel bill 
of $100. A travel agency bill of $13 for 
a sightseeing trip was also paid by the 
employer. The convention trip was a 
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reward to successful agents. The district 
court held that if the payments were 
gross income to the taxpayers, they were 
entirely deductible by him. Although 
attendance at the convention was not 
required, failure to attend without ade- 
quate would have 
affected taxpayer's future 
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reason adversely 
promotion. 
The tours and planned recreation did 
not detract from the genuine business 
character and purpose of the meeting. 
This court reverses. It finds the recrea- 
tional purpose predominated. Only a 
short time at the convention was spent 
on business matters. One judge dis- 
sents. Thomas, CA-5, 3/16/61. 


*No rulings to be issued on corporate 
health plan for employee-stockholder. 
The IRS announces that Rev. Proc. 60-6, 
1960-1 CB 880 will be amended to the 
effect that no rulings will be issued 
under Section 106, in determining ex- 
clusions from income, where a corpora- 
tion provides accident or health bene- 
fits for an employee-stockholder. TIR 
No. 313. 


Trial court’s findings and opinion in 
Stanton gift v. compensation case. The 
United States district court, following 
the Supreme Court’s directions on re- 
mand, issued its opinion and findings 
of fact concerning the basic reasons for 
the payment of $20,000 to a retiring 
oficer of the corporation of Trinity Op- 
erating Company. From the facts and 
under the standards prescribed by the 
Supreme Court, the judge signed the 
findings (with one amendment) sub- 
mitted by the taxpayer and rejected the 
findings submitted by the Government. 
The opinion concluded that the real 
purpose behind the payment was “‘some- 
thing over and above a mere whim or 
transitory emotion, but rather a deep 
sense of appreciation for the way in 
Mr. had the 
members of the vestry to rise to the re- 
quirements of their high office,” and 
held the payments were a gift rather 
than severance pay. Holding that the 
lower court’s opinion was within the 


which Stanton enabled 


” 


Supreme’s Court’s mandate, this court 
afhrms. Stanton, CA-2, 3/23/61. 


Alaska allow- 
ances continue exempt. Certain cost-of- 


isn’t continental U. §S.; 


living allowances are exempt under the 
Code if paid for service outside the 
continental United States. For these pur- 
poses Alaska is not considered part of 
the continental U. S. Rev. Rul. 61-8. 
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IRS totals agents’ production 
for budgets not for rating 


COMMISSIONER CAPLIN has taken another 
crack at the persistent folklore of the 
tax world that Agents work under a 
“quota system.” He recently pointed out 
to examining agents that the figures 
kept on examinations and additional 
assessments are used in supporting IRS 
requests for appropriations and not for 
setting individual quotas. In the review 
of each agent’s performance statistical 
data are used as only one of many indi- 
cations of quality of performance. In a 
recent letter to employees of the IRS, 
Caplin “In 
charging our responsibility to the Treas- 


Commissioner said: dis- 
ury Department and the Bureau of the 
Budget, in terms of supporting the Serv- 
ice’s requests for appropriations, we 
must project the number of examina- 
tions which our total examining force 
will complete during the fiscal year as 
well as estimate the additional assess- 
ments expected to result therefrom. 
“Projections are developed at the dis- 
trict level, reviewed and consolidated at 
the regional level, and again reviewed 
and consolidated in the National Office. 
In developing these projections, the first- 
line supervisor has to be consulted and 
apprised of the workload projected for 
his group. 
“However, to the extent it is found 
necessary for you as an examining agent 
to be apprised of workload projections, 
you should understand that you are par- 
ticipating in building overall projec- 
tions—not in building your individual 
quota. 
“Second, our system of evaluating 
agents, as stated in Announcement 60- 
88 (IRB 1960-45, 29), contemplates that 
statistical data should be used principal- 
ly to alert the group supervisor to ele- 
ments in an examiner’s performance 
that may need the supervisor’s attention. 
The of this 


to make it abundantly clear to our em- 


purpose announcement is 


ployees and the public alike (1) that 
numerical ranges of performance—which 
some have interpreted as quotas—have 


been eliminated from performance 


standards for revenue agents, and (2) 


MARTIN M. LORE, LL.B., 


CPA 


that they are not rated according to 
additional amounts they propose for 
assessment or any other such quota-type 
test. It is hoped that this will end per- 
sistent misconceptions that agents are 
rated on the basis of dollar production. 

“We have embarked upon an exten- 
sive ensure that all 
group supervisors and every agent in 
each group thoroughly understand the 
new evaluation procedures and the pro- 
hibition against quotas. I wish again to 
emphasize that statistical data are to be 
considered solely as symptomatic—one of 


program to our 


the many factors in performance evalua- 
tion.” 

Mr. Caplin‘s last two predecessors as 
Commissioner also tried valiantly to 
demolish the impression that a “quota 
system” for Agents is used by the IRS, 
but the idea dies hard. % 


Justice Dept. says only one 
conference per fraud case 


A PROSPECTIVE DEFENDANT in a tax fraud 
case now gets only one conference with 
the Justice Department. The reason for 


strict adherence to this rule was said 
by former Attorney General Rogers 


to his listeners at Cornell Law School, 
Ithaca, New York, to be uniform, im- 
partial justice for all. In the days when 
numerous conferences could be _ ob- 
tained, influential people often caused 
serious delays (and worse, suspicions) in 
the disposition of cases. Under the one- 
conference all prospective de- 
fendants receive equal treatment. They 
may bring whomever they wish to the 
meeting, and the Justice Department is 
represented by several people; but once 


rule, 


the decision to prosecute is made, the 
U.S. attorney handles the negotiations 
and disposes of the case in regular 
fashion. wv 


Tighter extension rules 
bring sharp drop in requests 


EFFORTS TO DISCOURAGE applications for 
extension of time for filing returns based 
on frivolous grounds have been highly 
successful. An IRS fact-finding survey 
indicates that requests dropped from 


over 500,000 to approximately 375,000 
a year and that taxpayers did not resent 
supplying information about their past 
filings and estimated tax payments. The 
main objection of practitioners to the 
tighter rules came on the IRS position 
that volume of work is not in_ itself 
sufficient reason for granting an exten. 
tion. 

To clarify the meaning of this rule, 
Announcement 60-90 spells out some of 
the factors that might reasonably be re- 
garded as causing unavoidable delay. 
These include protracted illness, scarcity 
of practitioners or personnel, and un. 
expected difficult problems in prepar- 
ing a return. The taxpayer has the bur- 
den of showing that he has made prompt 
and reasonable efforts to file on time, 
but the IRS will 
where the reasons for delay are beyond 
his control and are not for the purpose 


consider extensions 


of delaying the payment of taxes. 


New decisions 





Interest on overpayment runs from 
assessment not date of deposit. In ex- 
pectation of the determination of an 
estate tax deficiency, decedent’s execu- 
tors remitted $25,000 to the District Di- 
rector on May I, 
was made of the $25,000 on deposit 
until February 2, 1960. However, the 
Commissioner later conceded that there 


1958. No assessment 


was no estate tax deficiency and that 
the executors were entitled to a refund. 
The Tax Court holds that interest on 
the refund is to be computed from the 
date the assissment was made, not from 
the date of deposit. Colfelt, 35 TC No. 
88. 


Recoupment of estate tax overpayment 
allowed against income tax deficiency. 
Decedent’s executrix brought suit for re- 
$3,800 
Federal estate tax even though recovery 


covery of a overpayment of 
was barred by the three-year statute of 
limitations on filing claims. She asserted 
that she should be able to recoup the 
overpayment from sums claimed by the 
Government (and paid by the taxpayer) 
for past due income tax, interest and 
penalty. The district court held that al- 
though the estate could have filed claim 
for the estate the 


tax refund within 


three-year period of 


covery against the income tax deficiency 


was allowable on the theory of equi- 
affirms. 


table recoupment. This court 


Bowcut CA-9, 1/17/61. 


limitations, re- 
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fifth Amendment is no excuse for re- 
jusing to appear when subpoenaed. 
faxpayer brought suit to quash the 
Government's subpoena on the theory 
hat his Constitutional privilege against 
against himself be 
iolated if he was required to respond 
o the subpoena. The Fifth Circuit held 
hat the privilege of the Fifth Amend- 
in connection 


estifying would 


nent must be exercised 
vith precise questions and not as a 
seneral excuse for refusing to appear 
n response to subpoena. Landy, cert. 
len., 3/20/61. 


Claim that Federal income tax law is 
unconstitutional deemed unsubstantial 
ind without merit. A doctor appeared 
yro se and presented his case in a pro- 
eeding involving disallowances for 
laimed automobile expenses, deprecia- 
ion, dependency exemptions, tuition for 
Most of 


sioner’s adjustments were made because 


hildren, etc. the Commis- 


he claims were insubstantiated. Tax- 
paver introduced no evidence whatever 
the 


and 


“Com- 
The 
contention is 


ut argued tax laws are 


nunistic”’ unconstitutional. 


ourt holds taxpayer's 


learly unsubstantial and without merit, 
ind it sustains the Commissioner’s find- 
es. Steck, TCM 1961-96. 


4 


Circumstances do not justify injunc- 
tion against bank deposit method. In 
unusual circumstances, a court may 
njoy the Government from a proposed 
issessment despite the statutory prohi- 
bition against such injunction. The dis- 
trict court found grounds for injunctive 
relief: (1) The Service lost or destroyed 
the 
pay the tax and sue for refund. (3) Ade- 


records of taxpayers which they 
juate data were available to determine 
This 


not such ex- 


the tax on the net worth basis. 


court reverses. These are 
ceptional circumstances as to justify an 
injuction. There are always hardships in 
jeopardy assessment, but many Cases 
hold that hardship alone is not the 
relief. Guetersloh, 


for such 


16/61. 


standard 
CA-5, 3 


90-day letter is not prerequisite to suit 
to recover erroneous refund. The tax- 
payer reported as income the amounts 
held in dealer reserve accounts similar 
to those involved in Hansen, (360 U.S. 
146). Subsequently, the taxpayer filed 
a claim for refund and the tax in ques- 
tion was repaid to the taxpayer. Upon 
subsequent review, the Government de- 
cided that the refund was erroneous and 





sent to the taxpayer a letter on Form 
1905 requesting that the refund be re- 
paid. An informal conference was held 
without results. The Government then 
mailed to the taxpayer Form 1200, com- 
monly called a ‘30-day letter’. The 
Appellate Staff declined a conference. 
The Government then brought this suit 
to recover the refund. This court holds 
that a 90-day letter giving statutory 
notice of deficiency is not a condition 
precedent to the suit because the suit 
does not involve a deficiency assessment, 
but rather a return of the refund erron- 
eously made. The court gives judgment 
to the Government. A. F. Smith Chev- 
rolet Co., DC Ga., 2/27/61. 


Suit must be brought against District 
Director who collected tax. Following a 
long line of cases, the court holds suit 
for refund against a District Director is 
personal and must be brought against 
the 
cannot be brought against the present 
Hoffman, DC Md., 


director who collected the tax. It 
District Director. 


12/13/60. 


Retroactive legislation started new limi- 
tations period. In 1956 Congress retro- 
actively extended the relief to inventors 
1954 Code 1235 to 
years governed by the 1939 Code. This 


given by Section 


court holds this act started a new 
period of limitations for claims because 
it created a new cause of action. It 
agrees with the view of the Court of 
Claims, rejecting the opposite conclu- 
sion reached by the Fifth and Sixth Cir- 


cuits. Smith, DC N. J., 3/20/61. 


Three-year statute runs from filing of 
An 


filed by taxpayer reported additional in- 


amended return. amended return 
come and a tax was paid thereon. More 
than two, but less than three, years after 
filing the amended return taxpayer filed 
the claim for refund on wihch this suit 
is based. The refund claim is timely if 
the amended return is a “return” for the 
purpose of starting the three-year statute 
of limitations. The court holds it is 
timely. It finds no reason to limit the 
the return. The 
all the 
ulti- 


Construction, 


statute to original 


amended return here disclosed 
which the claim 
mately based. Kaltreider 


Inc., DC Pa., 3/15/61. 


facts on was 


Retroactive tax relief did not extend 
limitations period. In 
retroactively extended the principle of 


1954 Code Section 1235, 


1956 Congress 


giving capital 
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gain on certain transfers of patents, to 
1939 Code years. However, this enact- 
ment did not create a new statute of 
limitations on claiming refunds. Tax- 
payer also contended that correspond- 
ence with a revenue agent constituted 
an informal claim. The court rejected 
this point and held the claim barred by 
the statute of Tobin, DC 
Fla., 2/18/61. 


limitations. 


Commissioner fails to meet burden of 
proving transferee liability. Taxpayer's 
husband, who was delinquent in his tax 
payments, purchased a home in tax- 
payer’s name. Part of the purchase price 
was paid by cash or check to the extent 
of $24,000. There was no evidence as to 
who furnished the $24,000. The 
concludes that the Commissioner failed 


court 


to carry his burden of proving that tax- 
payer received assets belonging to her 
husband. Accordingly she could not be 
held liable as transferee of assets of her 
husband for his unpaid tax liabilities. 
Levy, TCM 1961-74. 


outmaneuvered 
the Government by defeating efforts to 
collect 


Taxpayer successfully 


substantial tax; children not 
liable as transferees. Chris Thrappas 
came to the United States from Greece 
in 1921 


Trenton. Eventually he brought his wife 


and started a restaurant in 
and children to this country. An audit 
the 1940-1956 that 


Chris owed the Government over $100,- 


for years revealed 
000 in taxes and penalties. When a sum 
offered in settlement was turned down, 
Chris fled the U. 
his wife 


S. for Greece, leaving 
Before 
fleeing, Chris withdrew all funds from 


and children behind. 
bank accounts under his name and from 
accounts kept under his children’s names 
and having their source in Chris’s earn- 
ings from the restaurant. He left in- 
structions with his sons for them to cash 
$50,000 worth of bonds he held jointly 
with them. After cashing the bonds, the 
children turned over the proceeds to a 
their 
facts 


special courier for delivery to 
The holds that the 


cannot support transferee liability upon 


father. court 
the children in respect of the bank ac- 
the 
premium paid by Chris on a policy on 
the life of 
transfer of assets to the son, inasmuch as 


counts or bonds. Furthermore, a 


his son did not constitute a 


the beneficiaries named in the policy 
were Chris and his wife. The children 
were subject to transferee liability only 
to the extent of the restaurant 
Thrappas, TCM 1961-51. 


assets. 
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Federal and state governments are 


exchanging tax audit information 


by ROBERT M. SCHMIDT 


In recent years the states and the Federal Government have been cooperating with 


increasing effectiveness in exchanging information developed in audit of taxpayers’ 


returns. Mr. 


Schmidt reports on the programs now in force and sees their con- 


tinuing growth as inevitable and, if carefully administered, desirable. 


fhe, FEDERAL GOVERNMENT keeps its 
revenue stream flowing through an 
extensive audit program. Congress has 
also deemed it advisable to supplement 
the taxing provisions with a system of 
(fine and/or im- 
prisonment) and civil (ad valorem and 
specific monetary penalties). Both types 
of sanctions are very actively enforced 


sanctions: criminal 


by the Internal Revenue Service and 
Department of Justice. 
The revenue statutes of most states 


provide for a system of sanctions very 
similar to the Federal. But though the 
arms in the state arsenals compare favor- 
ably of the 
there is a substantial difference 


to those Federal Govern- 
ment, 
in their use. Criminal prosecutions for 
State tax offenses are a rarity, and the 
civil penalties are imposed only infre- 
quently and in flagrant situations. This 
difference the of 
sanctions is attributable primarily to 


in enforcement the 
the lack of man-power available to the 
states to audits. The lack of 


stringent state enforcement programs by 


conduct 


state officials is also based on _ policy 
reasons attributable, in part, to the re- 
luctance of state judges to impose jail 
sentences after a successful prosecution 
of a taxpayer for a tax offense. 

The 


covered 


income 
prove 
that there is a very sizable amount of 


understatements of un- 


by Federal personnel 
revenue each year that is not reported 
to the Government under self- 
assessment system of taxation. There is 
probably an even greater proportional 
share of revenue that is not reported to 


our 


the various states because taxpayers are 
less acutely aware of their state tax ob- 


ligation and there is relatively less 
auditing by state tax officials. 
Knowing this, state officials have 


searched for a feasible method whereby 
the vast enforcement machinery of the 
Federal Government can be used by 
their states. A partial solution to this 
quest is an exchange of information be- 
tween the Federal and state taxing of- 
ficials. With this type of program, it 
has been found that once the under- 
statements or errors have been discov- 
ered by one agency, assessments can be 
made at negligible processing expense 
by the other. There are, as will be seen, 
disadvantages to both the Government 
and to individuals caused by an infor- 
mation-exchange program. 


Exchange programs already in effect 


Several states—including North Caro- 
lina (1959), Minnesota (1957), Colorado 
(1952), Kentucky (1951), Montana (1951), 
and Wisconsin (1950)—have entered into 
separate agreements with the Federal 
Government providing for the auto- 
matic exchange of audit information 
pursuant to the program known as the 
“Federal Audit-Exchange (or Coopera- 
tive Audit) Program.” An example of 
Federal-state cooperation in the ex- 
change of tax information is found in 
the state of Wisconsin.1 This program 
is possible, and its productivity is en- 


hanced, because Wisconsin has an in- 


come tax that is, in many respects, com- 
parable to the Federal income tax. In- 


formation obtained by the one agency 
is readily accessible to the other. The 
experience of the one agency has also 
provided guidance for the other agency. 
Finally, the agencies have complemented 
each other by specializing in certain 
areas of investigation. 

At a conference between officials of 
the Wisconsin Department of Taxation 
and the Internal Revenue Service in 
1957 it was agreed that in non-fraud 
cases explanations of audit adjustments 
and supporting materials would be made 
available at the request of either party. 
The names of persons whose returns 
have been selected for examination are 
supplied to the other agency. Wisconsin 
provides the Internal Revenue Service 
with copies of its refund rolls. When 
either party inaugurates a special can- 
vassing program of selected individuals 
or professions, the other party is noti- 
fied, to avoid duplication of audit ef- 
forts. It is only in fraud cases where a 
criminal prosecution is involved that 
there is no exchange of information. 

The Wisconsin program is regarded 
as a success by both parties. Prominent 
officials in the Internal Revenue Service 
have expressed a desire to enter into 
agreements with other states.? 


Other taxes 


Thirty-two states and the District of 
Columbia have a personal income tax. 
Thirty-six states and the District of 
Columbia have a corporate income tax. 
Most of these state laws are patterned 
in large measure on the Internal Rev- 
enue Code in approach and often in 
language. In general the data reported 
on state income tax returns can be 
readily reconciled with the data re- 
ported on the Federal income tax re- 
turn Form 1040 and Form 1120. 

States not imposing an income tax 
frequently have other tax laws requiring 
a reporting of financial information 
that correlates in many particulars with 
financial data required by the Federal 
Government. Ten states have a tax that 
is either a gross receipts or a gross in- 
come tax. The essential difference be- 
tween these taxes and an income tax is 
the tax base of these taxes, which do 
not recognize offsets for statutory deduc- 
tions and credits. Nevertheless, there is 
typically a ready reconciliation of the 
items of gross receipts and cost of sales. 

Twenty-nine states and the District of 
Columbia have a sales tax. Sales taxes 
are either imposed directly on sales or 
are measured by sales. Very often the 
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Robert M. Schmidt is an attorney in 
Viichigan and Washington, D. C. He is 
partner in the Detroit law firm of 
anfield and Schmidt.] 





nnual state sales tax return of the state 
equires a reconciliation of gross sales 
ith gross receipts reported for Federal 
ncome tax purposes. There is, there- 
ore, a ready correlation between the 
wo returns as to the vital element of 
eceipts, which 


is ultimately an im- 


portant determinant in the 


computa- 
tion of income. 

Forty-nine states and the District of 
olumbia have an inheritance or an 
state tax based on the transmission of 
at death. These returns filed 
vith the states generally contain infor- 
nation that reconciles immediately with 


} 


he bequests and devises named and 


roperty 


the 
Tax Return Form 706. 


ther information contained in 


Federal Estate 

\ few states have a tax imposed upon 
the owner of intangible personal prop- 
rty. This is a specific based on 
the 


tax 


ithe income or value of the in- 


angibles. Intangible personal property 
so subject to tax includes stocks, bonds, 


notes, accounts receivable, money, 


an- 
uities, and other legal or equitable 
nterests in such classes of intangibles. 
The typical intangibles tax return does 
10t require any reconciliation of re- 
orted data with any Federal tax re- 
urn and its form is not comparable to 
ny forms used for Federal 


tax pur- 


oses. However, the dividends and in- 
terest reported for Federal income tax 
purposes on Form 1040 furnish an im- 
the 


mount of dividend and interest income 


nediate and graphic picture of 
hat should be reported, with minor ad- 
ustments, for purposes of an intangibles 
ax law. The recently initiated drive of 
he Internal Revenue Service directed 
and divi- 
lend income could produce a substan- 


ward unreported interest 
ial increase in state revenues under an 


xchange of information program. 


States without exchange programs 


Most states do not presently have any 
formal reciprocal enforcement program 
vith the Internal Revenue Service, and 
there is, formal ex- 
hange of audit adjustments with the 
Federal State 
Federal their 
iudits whenever possible. As a general 


consequently, no 
authorities. auditors do, 


however, use returns in 
rule, soon after the initiation of a state 
the auditors will re- 


quest the taxpayer to produce his Feder- 


tax audit, state 


al income tax returns. If the requested 
Federal returns are not voluntarily pro- 
duced by the taxpayer, then, on oc- 
casion, state tax officials ask the Gover- 
nor to request the Commissioner of In- 
ternal Revenue to send copies of the 
Federal returns. The taxpayer is also 
typically asked if his Federal returns 
have been audited and whether there 
have been any adjustments to the re- 
turns as filed. 

A major hurdle in the exchange of 
information by taxing officials of some 
States is a statutory limitation whereby 
officials are prohibited from divulging 
information in their reports unless it 
is used in the enforcement of the 
These 


tax 


statutes. provisions have oc- 
casionally been informally construed to 
allow the Internal Revenue Service to 
use certain information. This is _be- 
cause it is believed by state officials that 
disclosure facilitates state enforcement, 
and it is encouraged because the Federal 
authorities have, on occasion, recipro- 
cated in supplying information. 

If, after a the 
grounds, it is decided that a 


Federal exchange of information pro- 


review of policy 


state- 
gram is desirable, then serious con- 
sideration must. be given to the amend- 
ment of these statutes prohibiting divul- 
gence of information. Such amendments 
would, in all probability, be of limited 
scope, allowing the divulgence of in- 
the Federal 
opening the door to 


formation to Government 


without indis- 


criminate access to information by other 
individuals. 


Policy considerations 

The experience of states participat- 
ing in information-exchange programs 
demonstrates that the program has in- 
creased revenues at both the state and 
Federal levels. Any reluctance Federal 
officials have to entering into agreements 
with states is caused by the fear that 


1 For complete details of this program see Adler, 
“Federal-State Cooperation in the Administration 
of the Income Taxe — The Wisconsin Experi- 
ence,” 12 National Tax Journal 193 (1959). 

20. Gordon Delk, Jr., ‘‘Federal-State Exchange of 
Information,” speech at the Annual Conference of 
the National Association of Tax Administrators 
(June 1958). 

8 See, for example, Section 7.657(11) of the Michi- 
gan Statutes Annotated, as amended by Pub. Acts 
1953, No. 7. For a discussion of this Michigan 
statute see Schmidt, “Exchange of Information 
between the Michigan Department of Revenue and 
the Internal Revenue Service,”” 38 U. of Detroit 
L. J. 76 (1960). 

4For problems in the prosecution of individuals 
for both state and Federal tax offenses, see Balter, 
“Dual Prosecutions for Tax Evasion,”’ California 
State Bar Journal 777 (October-November 1959). 
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there will be no quid pro quo. A mutual 
incentive for cooperation does exist, 
however, where the state administration 
has reached a level of competence and 
efhciency whereby the program operates 
as a “two-way street” in the benefits to 
be derived. States always have less man- 
power than the Federal Government to 
make audits. This deficiency in audits 
by state personnel is compensated for 
in part, however, by the application of 
the graduated rate structure of the 
Federal tax law, which produces a pro- 
portionately larger amount of revenue 
for the Federal till on cases uncovered 
by state auditors. 

Information-exchange programs have 
numerous advantages when fiscal con- 
siderations are involved, but there is a 
strong potential danger of infringing 
on individual rights if a criminal prose- 
cution of the taxpayer is undertaken. 
Serious questions of constitutional law 
may be involved if an individual volun- 
tarily turns over books and records or 
other documents to state authorities and 
this evidence is used 
against him in a Federai criminal prose- 
cution.4 Even 


subsequently 


where there is no collu- 
sion between state and Federal authori- 
ties, an individual can very easily be 
misled or may not completely under- 
stand his rights in the situation, with 
the consequence that his constitutional 
rights may be considered waived. This 
is particularly true of the privilege 
against self-incrimination. 

A consideration of the implications of 
an information-exchange program from 
the point of view of the Federal Govern- 
ment reveals there are also some disad- 
vantages to the Government. The major 
objection of officers administering Feder- 
al criminal prosecutions is that they do 
not want a disclosure of evidence to 
anyone, including state officials, until 
the completion of the criminal case. 
Leaks in information in criminal cases 
open the door to the possible destruc- 
tion of records, intimidation of wit- 
nesses. or flight by the person about to 
be prosecuted. Moreover, if the state 
awaits the receipt of the information 
until the completion of a Federal crimi- 
nal prosecution, there is a strong possi- 
bility the statute of limitations will 
have barred any remedy the state might 
have had. A second, and minor objec- 
tion, is that the quality of evidence 
typically auditing 
agents is not sufficient to meet the rigor- 
ous evidentiary 


gathered by state 


standards in criminal 
tax prosecutions, where the guilt of the 
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taxpayer must be established beyond a 
reasonably doubt. For these, and per- 
haps other reasons, none of the previ- 
ously executed agreements contain a 
provision for the exchange of informa- 
tion in criminal tax cases. 

Entirely different considerations are 
presented in cases wherein only routine 
civil audit adjustments are involved. 
The due process requirements which 
protect an individual’s property, are not 
as stringent when a taxpayer’s money 
is involved rather than his individual 
liberties. This area of the administra- 
tion of the tax laws at a state and na- 
tional level presents the greatest potén- 
tial exchange of audit 
Herein lies the greatest potential for 
the officials of the various states to de- 
velop a program of mutual enforcement 
of the tax laws with the Federal Govern- 
ment. If such a program is administered 
with due regard for individual rights 
and liberties, it can help reach the de- 


information. 


sired goal of a maximum collection of 
state and Federal taxes properly due 
under the respective laws. bs 


Changes in N.Y. franchise 
tax affect almost all firms 


I AN EFFORT to grant tax relief to New 
York manufacturers who sell primar- 
ily outside the state, major changes have 
been made in N. Y.’s corporation fran- 
chise taxes and in the unincorporated 
business tax. Hardest hit by the bill re- 
cently signed by Governor Rockefeller 
are the real estate corporations which 
will now contribute approximately $14,- 
000,000 in additional revenue, helping 
to the $16,000,000 

Effective for 
years beginning in 1961, except for real 


balance saved by 


manufacturers. taxable 
estate which starts in 1962, the major 
provisions of the new bill are: 

Real estate corporations: Section 182, 
of Article 9 of the Tax Law is repealed 
and real estate corporations become sub- 
ject to tax under Article 9-A, in addi- 
tion to other taxes, at the rate of 2% 
upon dividends paid during 1961 and 
upon the same portion of the corpora- 
tion’s net worth in excess of its paid-in 
capital, as its assets in N. Y. (exclusive 
of cash on hand and on deposit) bear 
to its total assets, exclusive of cash. 

Sales allocation percentage: On goods 
delivered to a N. Y. customer from a 
seller-taxpayer’s regular out-of-state place 
of business, 50% of the receipts are now 
allocated to N. Y. whereas formerly no 
allocation was made. On goods delivered 


June 1961 


to an out-of-state customer from a N. Y. 
location, or on an order accepted in 
N. Y., 50% of the receipts are now allo- 


cated to N. Y. against 100% 


7% formerly. 


Net Operating Loss Deduction: Losses 


sustained in 1961 or thereafter may be 
deducted as under the Federal rules, 
with a carryback for three years and a 
carry forward for two years. The deduc- 
tion allowable from investment income 
is proportioned to entire net income. 

Rates of Tax: The tax based on allo- 
cated subsidiary capital is at the rate of 
one. half mill for each dollar, without 
the former decreasing rates for sub- 
sidiary capital over $50 million. Be- 
ginning in 1962, the rate of the alterna- 
tive tax, based on allocated business and 
investment capital for cooperative hous- 
ing coporations, is one quarter mill for 
each dollar of capital. 

Deduction for Taxes: Franchise taxes 
imposed by Article 9-A are not allowed 
as a deduction in determining entire net 
income. 

Allocation: The 15% minimum per- 
centage rules applicable to investment 
capital allocation and subsidiary capital 
allocation no longer apply. 

Limitation Periods: The 
mission may revise tax reports within 
three years of filing, extended to six 
years for gross misallocation. Recompu- 
tation of tax resulting from changes in 
Federal returns may be made within 
three years. 

Revision or Refund: The time has 
been increased to three years, from two 
years, after filing of the return and one 
year is allowed after recomputation or 
assessment by the Tax Commission. If 


Tax Com- 


the application for refund is based on a 
net operating loss deduction, it must be 
made within 41 months after the close 
of the taxable year in question. 
Unincorporated Business De- 
duction of a net operating loss is per- 
mitted based on income and deductions 
allocated to N. Y., computed as if the 
business were an individual for Federal 
income tax purposes, with a three year 


Tax: 


carryback provision. 

The New York Chamber 
merce has expressed concern for the 
effect of the new 50% allocation rules 
on companies that sell in N. Y. but have 
their factories outside. While conceding 
that N. Y. manufacturers should have 
relief they do not think it should be at 
the expense of companies manufactur- 
ing outside but which have established 
N. Y. headquarters and employ a sig- 


of Com- 


nificant number of office people. To 


subject them to franchise tax, regardless 
of the origin of the goods sold, might ul 
timately drive them away from N, Y. in 
greater numbers than new manufac 
turers are attracted to the state. % 


Some corporate income taxes 
withheld by California 


Fork MANY YEARS California has used 
administrative require 
specific payers to withhold income taxes 
from amounts due designated payees. 
New Regulations have now extended 
withholding of corporate income tax to 
specified situations, namely, when pay- 
ments are made to corporations with no 
permanent place of business in Cali- 
fornia 
for furnishing performers “in the amuse- 
ment, artistic, entertainment or sport- 
ing fields.”” Withholding is also required 
from “payments of prizes, premiums, 
awards, winnings, etc., to such corpora- 
tions participating or entering horses, 


directives to 


under contracts for services or 


” 


dogs, etc., in races or other contests... 
(Calif. Reg. 26131-26134(b)). The Fran- 
chise Tax Board will be looking for 
1961 withholding returns and payments 
by March 15, 1962. " 


P 


Buyers permitted to 
report and pay sales tax 


THE COLLECTION of sales and use taxes 
is simplified for both purchasers and 
Government in the “direct pay” method. 
Several states now allow buyers to apply 
for a permit under which they may cum- 
mulate sales and use taxes on all pur 
chases and periodically pay them di- 
rectly to the taxing authority. The buyer 
maintains records of all purchases and 
determines the applicable taxes, report 
ing this information at the time of pay- 
ment. 

Russell L. Hendricks, manager of 
Proctor & Gamble Company’s tax divi- 
sion, reported good results with the 
direct pay system and would like to see 
a uniform procedure adopted by all 
taxing jurisdictions. In his talk at the 
Tax Institute Symposium in Chicago 
[the papers presented at the Symposium 
will be published by The Tax Institute, 
Princeton, New Jersey—Ed.], Mr. Hen- 
dricks said the system is easier, less 
costly, and more efficient than paying 
taxes on each individual purchase. The 
self-auditing features it incorporates as- 
sure greater compliance and easier en- 


forcement. It is beneficial for tax col- 


lectors as well as for businessmen. 
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NEW DEVELOPMENTS IN 


ax policy & leg 


FOR PRACTITIONERS 


- beg rumMors which had been flying 
so widely in recent weeks that the 
going to ask for big 
hanges in U. S. taxation of foreign in- 


freasury was 
ome—have proved to be true with a 
engeance. The scope of the proposals 
left 
usinessmen with foreign interests gasp- 


n President Kennedy’s message 
ng. Their comments on President Ken- 
iedy’s proposals left no doubt that they 
hought that taxing the income of for- 
ign subsidiaries to the parent when 
arned, regardless of when it is remitted 
is dividends, would undermine one of 
he foundations on which American 
usiness has for years planned its for- 
ign ventures. Even Professor Surrey, 
mg a foe of incentives for foreign in- 
estment had not gone this far. 

The attitude of American business 
vith foreign interests toward the taxa- 


ion of foreign subsidiaries is typified 


y comments made by John J. Powers, 
of Pfizer International, 
ast month. Pointing out that the present 


lr., President 


tule taxing stockholders of a foreign 
ubsidiary only when foreign earnings 
ome to this country as dividends is in 
ccord with the policy of basing tax on 
lomicile and on source of income and 
loes not represent a special preference, 
1e asked whether there is any reason for 
a special rule to deal with 
oreign subsidiaries. “No justifiable case 


reating 


for doing so has been made,” he said. 
Moreover, it would seem to be too late 
0 change this basic tax concept. It is 
leeply imbedded in our system of tax 


w and has already had many far reach- 
ing effects—plans and commitments have 


een made, Government tax treaties 


entered into—and—it would seem not 


“The United States. Taxation of Foreign In- 
ome,”” Journal of Law and Economics, October 
959, University of Chicago, p. 94. Professor Sur- 
rey carefully added as a footnote to this comment 
that all applications of the rule may not be proper, 
us for example, the use made of Canadian invest- 
ment companies which “by-passes all of our tax 
rovisions designed to prevent investment income 
from being turned into capital gain.” 








Kennedy’s proposals for taxing 


foreign income seen as too drastic 


only unnecessary but almost unthink- 
able now to make a basic change. Pro- 
fessor Surrey put this succinctly in an 
article in the Journal of Law and Eco- 
nomics when he said: “. . . should the 
rule that our tax may be deferred by use 
of a foreign subsidiary be continued? 
On this question, tax history, the fact 
that the organization of so much of our 
foreign investment is built on this rule, 
and the desirable accommodation to in- 
ternational relationships which it pro- 
all 


rule.1”’ Indeed, it has been the universal 


duces, favor continuance of the 
practice not only in this country but 
throughout the world not to tax busi- 
ness income earned by one taxpayer to 
another taxpayer until it is received by 
that second taxpayer. To burden Ameri- 
can industry by departing from this con- 
cept would seem almost unthinkable in 
the worldwide competitive conditions of 
today. 


Developed countries restricted 


The Kennedy proposals relate to de- 
veloped countries only. The President 
that 
acted which, after a two-year transitional 


recommended legislation be en- 
period, would tax each year all Ameri- 
can corporations on their current share 
of the undistributed profits realized in 
that year by subsidiary corporations or- 
ganized in economically advanced coun- 
tries. This rule would also apply to 
individual shareholders of foreign cor- 
porations. Credit would be allowed for 
foreign tax paid on this income. 

While Kennedy urged continuance of 
the present rule permitting deferral of 
taxation on earnings of subsidiaries in 
undeveloped countries, he would deny 
tax benefit to haven corporations in any 
country. He would deny deferral privi- 
leges for trading, licensing, insurance 
and other firms that, he said, typically 
seek out tax haven method of opera- 
tion. 

Another important proposal to be de- 
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bated at the hearings is the restriction 
of foreign investment companies. Ken- 
nedy asked that Canadian mutuals and 
investment companies organized in the 
Bahamas and other low-tax countries be 
taxed in the same way as domestic corpo- 
rations. 


Individual’s earnings 


The tax advantage of earning money 
while staying abroad would also be 
limited to underdeveloped countries. 
Kennedy would continue the exemp- 
tion of foreign salaries for citizens ac- 
tual and for those 
physically abroad for 18 months, but 
he would limit them both to $20,000 
and to underdeveloped countries. If 
this is enacted, we may see a boom in 


resident abroad 


and Africa as 
the stars, accustomed to making films 
abroad to qualify their earnings for 


movie-making in Asia 


under- 
developed countries. However the tech- 


these exemptions transfer to 
nical experts serving as aids to the gov- 
ernments of the poorer countries, the 
people for whom the exemptions were 
originally intended, would continue to 
benefit. 

Also significant to individuals is the 
proposal to remove the exemption of 
foreign real estate from the estate tax. 
Wealthy Americans have been investing 
in qualifying property in Europe, and 
this, the President thinks is no longer de- 
sirable; the credit for foreign tax gives 
ample protection against double taxa- 
tion. 

Secretary Dillon explained that he 
wanted to eliminate the deferral by 
States 
foreign investment companies registered 


taxing United shareholders in 


with the SEC on their share of the an- 


nual undistributed income of the for- 
eign investment company. 
Foreign trusts 

As to foreign trusts, the Secretary 
asked that distributions to U. S. bene- 


ficiaries bear a tax in the year of receipt 
equal to what the tax would have been 
had the distributed as 
earned. This rule, in effect an extension 
of the throwback rule, would apply to 
trusts already in For new 
trusts, Dillon suggested that considera- 
tion be given to disregarding the trust 
and taxing the grantor, or perhaps per- 
mitting the trust to elect to be taxed 
as a domestic trust. The reason for the 


income been 


existence. 


difference in treatment between old and 
new trusts is that existing trusts may be 
irrevocable. 
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This is an informal exchange of ideas, questions, and comments arising in 


everyday tax practice. Readers are invited to write to the editors: Theodore 


Berger and Burton W. Kanter, 209 South LaSalle Street, Chicago 4, Illinois. 


Transfer of know-how: 
service can rule under 367 


indicated that the IRS, 
in approving proposed reorganizations 
involving a foreign corporation under 
authority of Section 367, would not, for 
the present, rule specifically that the 


IN MARCH we 


reorganization qualifies as a reorganiza- 
tion under Section 368(a)(1)(F), regard- 
less of the particular circumstances in- 
volved. 

The problem arose from the fact that 
in an “F” reorganization the part of 
the taxable year of the transferor cor- 
poration before the reorganization and 
the part of the taxable year of the trans- 
feree corporation subsequent to the re- 
organization constitute a single taxable 
year, with respect to which the transferee 
(surviving) corporation must file a tax 
return so that conceivably, if a foreign 
corporation reorganized into a domestic 
corporation, the income of the foreign 
J. S. and 
not ordinarily subject to U. S. tax, might 


corporation, not resident in the 1 


as a result of the reorganization be in- 
cluded in the return of the surviving 
domestic corporation and be subject to 
tax. 

Sylman Euzent, until recently an at- 
torney with the Dividend and Reorgan- 
ization Branch of the Tax Ruling Di- 
vision of IRS, now practicing in Wash- 
ington, D. C., writes: 

“You present one side of the coin in 
your discussion—that is, that the reason 
for not ruling under Section 368(a)(1) 
(F) is that it would be a hardship to the 
taxpayer. 

“It is my feeling that the Service can 
rule under Section 368(a)(1)(F) without 
hardship to the taxpayer if full recogni- 
tion is given to the provisions of 1.381 
(b)-1(a)(2) of Income Tax Regulations. 
The important words in that subsection 
of the “the taxable 
year.” Thus, if a foreign corporation 


Regulations are 


which is neither a resident nor a non- 


resident corporation reincorporates in 
the United States, it has no “taxable 
year” prior to the date of the reincorpo- 
ration. Thus, even though we have an 
effective “F” reorganization, the income 
of the corporation prior to the reorgan- 
ization is not subject to the 1954 Code, 
within the meaning of the terminology 
“taxable year.” Consequently, there is no 
hardship to the taxpayer on the reor- 
ganization of a foreign corporation in 
the United States. 

“In the case of a United States corpo- 
ration, not coing business as a resident 
or non-resident in the United States, 
which reincorporates under Section 368 
(a)(1)(F) in a foreign country (and as- 
suming that the Internal Revenue Serv- 
ice will grant Section 367 clearance), the 
foreign corporation has no “taxable 
year” under the 1954 Code subsequent 
to the date of the transaction, and there 
is again no reason why a ruling under 
Section 368(a)(1)(F) could not be 
issued.” 

“Another matter which might be of 
interest to your readers is the problem 
now being studied by the Service regard- 
ing the proper treatment of ‘know- 
how’ transfers to foreign corporations 
and the ruling policy in that area. The 
problem area revolves around the ques- 
tion of when and to what extent the 
transfer of ‘know-how’ may be regarded 
as property. 

The Internal Revenue Service has not 
concluded necessarily that all transfers of 
‘know-how’ not property, but on 
the other hand neither have they con- 
cluded which types of transfers of ‘know- 
how’ are property. Apparently, the ap- 
proach is one of definition—that is to 
say, whether the items transferred have 
all characteristics of property, including 
the very important one of ‘exclusivity.’ 
In many cases items classified as ‘know- 
how’ apparently represent information 
available to every and any one and a 
study is being made by the Service as 


are 


to what items of ‘know-how’ constitute 
property. It is the opinion of this writer 
that the study presently being conducted 
may very well conclude that in order 
for items of ‘know-how’ to be considered 
as property under Section 351, the char- 
acteristic of ‘exclusivity’ which is present 
in secret processes, secret blueprints or 
some other such secret document, and 
which is not available to any other com. 
petitor, must be present. 
“Notwithstanding the study, it is the 
policy of the Service to continue to issue 
rulings that the transaction is not in 
pursuance of the tax avoidance device 
under Section 367 of the Code, if the 
transaction meets that test. In other 
words, if the Service is convinced that 
the proposed transfer is not a plan of 
tax avoidance, it will grant clearance 
under Section 367, but will be careful 
not to imply that the transaction is con- 
sidered a transfer of property. In fact, 
the present policy of the Service is to 
withhold opinion as to whether the 
transaction involves the transfer of prop- 
erty until such time as the study present- 
ly being made is completed.” % 


TIR 310 throws doubt 
on Rey. Rul. 56-541 


In JANUARY we indicated that the IRS 
was considering revising Rev. Rul. 56- 
541 where it had been held that a sale 
of assets by a dissolving corporation to 
a newly formed corporation would not 
result in recognition of gain or loss to 
the seller under Section 337, although 
45%, of the stock of the corporate pur- 
chaser was owned by the controlling 
shareholders of the dissolving corpora- 
We understood that the Service 
considered certain of these transactions 
reorganizations (“E” recapitalizations or 
“F” reincorporations), so that the con- 
tinuing shareholders who received stock 
and boot might be taxed on part of 
their gain as a dividend. No revised rul- 
ing has been issued, but TIR 310 re- 
cently issued appears to reflect this point 
of view. 

TIR 310 indicates that the Service 
will no longer issue advance rulings on 
(1) whether Section 337 applies to gain 
realized by a corporation on a sale in 
liquidation or (2) whether a corporate 
liquidation qualifies under Section 331 


tion. 


where part of the corporate business or 
assets are reincorporated, if in either in- 
stance the stockholders of the liquidat- 
ing corporation own more than a nom- 
inal amount of stock in the corporate 
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purchaser under (1) or the new corpo- 
ration under (2). Before issuance of this 


TIR, rulings were flatly refused only 


where stockholders in the liquidating 
corporation owned 50% or more of the 
voting stock of the new or purchasing 
corporation, The theory behind TIR 
310 seems to be that these transactions 
may be reorganizations with boot and 
that they should be taxed on the basis 
of the reorganization rules and the boot 
rules. 

Unfortunately, with Rev. Rul. 56-541 
still outstanding and with no further in- 
formation than is contained in the TIR, 
taxpayers are afforded little guidance as 
to the circumstances under which the 
Service will consider this kind of trans- 
action a reorganization. For example, 
must all of the 
liquidating corporation have some in- 


the stockholders of 
terest in the other corporation? Do the 
continuity-of-interest and continuity-of- 
business requirements applicable to re- 
organizations apply? w 


IRS fights loss on 
partner interests’ exchange 


OuR TAX SYSTEM is such that we often 
find the Commissioner taking both sides 
of essentially the same issue in different 
cases in order to protect the revenue. 
(nother example of this is reflected in 
the Tax Court petition in Millis (Docket 
No. 9096). 

In April 1960, we described an ex- 
change of an interest in an apartment 
office 


that had been challenged by 


building for an interest in an 
building 
a Revenue Agent as not being an ex- 
change of real estate qualifying as tax- 
1031. The Agent’s 
theory was that in reality this was an 


free under Section 
exchange of partnership interests which 
did not qualify as the exchange of like- 
kind property within the scope of that 
Section. (The particular problem was 
later discussed by a reader here in 
March 1961.) There apparently was no 
question in that case that the properties 
included were held for investment and 
not for sale to customers in the ordi- 
nary course of business. 

find the 


Commissioner challenging an exchange 


Now in the Millis case we 
of partnership interests that resulted in 
a loss. Millis and another party each 
owned an interest in two separate part- 
nership ventures, one engaged in the 
and 
barber supplies and the other engaged 


distribution of certain beauty 


in the business of operating a barber 


college. The two parties exchanged their 
respective interests in the two partner- 
ship enterprises. On their valuations the 
Millises sustained a loss on the ex- 
change, which they claimed as a capital 
loss under Section 741 of the Code. It 
is clear that the two businesses were 
operated as separate entities; they had 
separate locations, different employees, 
and different. activities. 

It is not completely clear whether the 
issue in Millis might not turn out to 
be merely one of valuation of the two 
interests exchanged, and therefore, mere- 
ly a question of whether any loss was in 
fact sustained on the exchange. Tax- 
payers’ petition, however, seems to as- 
sume that the Commissioner's position 
is that the exchange of partnership in- 
terests qualified as a like-kind exchange 
under Section 1031, and therefore, any 
loss sustained on the exchange should 
not be recognized. 

If this is ultimately the issue in the 
case, the outcome could be extremely 
significant in finally clarifying language 
of a Code section that does not appear 
to preclude the possibility of a partner- 
ship interest being like-kind property 
for purposes of Section 1031. The out- 
come might determine whether, in ap- 
plying Section 1031, you look to the 
underlying property of the partnership 
to determine if, and to the extent that, 
the exchange is like-kind. 


Short sale avoids wash sales; 
gain converted to long-term 


Jack Stittson of Miami writes: “Two 
points on use of short sales to avoid 
the wash sales rules. One is the reversal 
by the Seventh Circuit of the Doyle 
case. The Seventh Circuit has approved 
using a short sale to avoid the wash 
sales rules. Someone who wants to realize 
a loss but still keep his investment posi- 
his shares short, go 
and immediately buy back the same 


tion can sell out 
stocks, and then cover his short sale 31 
days later. [See June and September 
1960 colums.—Ed.]. 

“The other thing is a private letter 
ruling from the Internal Revenue Serv- 
ice I have heard about, using what is 
called a ‘seller's option’ under Rule 
64(3) of the New York Stock Exchange. 
Under the rule you sell stock at a cer- 
tain price but under an option to de- 
liver at your option not less than five 
days but not more than 60 days after 
the date of sale. If you have a gain you 
want to realize but it is short-term, you 
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can make it long-term by making a sale 
under this seller’s option and all you 
pay for the privilege is a small conces- 
sion in the price. The Service has ap- 
parently ruled that the sale under the 
seller's option is not closed until the 
stock is delivered, so you can extend 
your holding period while fixing the 
amount of your gain. You can’t do this 
by a short sale, since the gain will be 
considered short-term because you hold 
the stocks you are selling short. 

“I must admit this ruling puzzles me 
in the light of the Commissioner's posi- 
tion in Doyle and the regulation on 
short sales, since the transaction really 
seems to me to be the same as a short 
sale, except you have to cover within a 
I would like 


your readers’ views.” 


certain period of time. 


Are medical expenses 
reimbursed in settlement? 


GERALD SILVERMAN, a member of the 
Miami CPA firm of Wellisch, Zaiac and 
Silverman wonders why the tax aspects 
of this common situation aren’t better 
known. He writes: “In the typical per- 
sonal injury case the plaintiff sues for 
his medical expenses, property damage, 
future earnings, pain and suffering, and 
that the court 
afford. Where the medical expenses are 


any other relief may 
deducted and in a subsequent year a 
lump sum settlement of the claim is 
made with no apportionment as to medi- 
cal expenses, property damages, etc., 
must the taxpayer report as income the 
medical expenses applicable to his in- 
jury already deducted to the extent of 
the tax benefit? One of our partners 
takes the position that since there was 
no apportionment it is all for pain and 
suffering and therefore the medical ex- 
penses are not being reimbursed. The 
issue is really what the word ‘attribu- 
table’ means in Section 104(a) [denying 
exemption to personal injury recoveries 
to the extent they are “attributable” to 
previously deducted medical expenses. 
—Ed.}.” tr 


When to deduct sale expense 
paid in year after sale 

“SUPPOSE a taxpayer has a capital asset 
which him $10,000 and is 
worth $100,000,” writes Stanley Gold- 
stein of New York. “He sells the asset 
in 1960, in connection with the 
sale incurs legal expenses of $5,000. 
These expenses presumably should be 


cost now 


and 
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offset against the gross price of the 
asset. 

“If the taxpayer is on a cash basis and 
if he pays $2,500 of the legal fee in 1960 
and $2,500 of the legal fee in 1961, what 
is the treatment of the portion of the 
fee paid in 1961?” w 


Timken fighting disallowance 
of ads on economic issues 


Tue IRS has disallowed the cost of ad- 
vertising placed by Timken Roller Bear- 
ing Company in 1951 through 1954 re- 
lating to such issues as inflation, com- 
munism, collective bargaining, and high 
Federal taxes. The company paid the 
additional tax and interest, totalling 
almost $1.3 million and is suing for re- 
fund in the Federal District Court in 
Cleveland. 

The Government’s position is that 
such expenditures are not an ordinary 
and necessary expense; the company’s 
that it placed the ads in newspapers 
and on radio stations in cities where 
Timken has plants to create a favor- 
able and economic 


public relations 


climate. 


Johansson’s tax problem 
is a knockout 


TAX-WIsE sports fans (and readers of the 


newspapers) are fascinated by the tax 


troubles of former heavyweight cham- 
And 
than one observer thinks that Mr. Jo- 


pion Ingemar Johansson. more 
hansson may have accomplished a very 
neat way of saving himself a large packet 
of money that the United States would 
like to collect in income taxes on his 
fights in this country. His case appears 
to involve a highly technical question 
arising from our tax treaties. Maybe 
your friends have asked you about it. 
Chis is our understanding of the prob- 
lem. But all we know is what we read in 
the newspapers. 

The 


States 


United 
various 


the 
with 


tax treaties which 


has entered into 
countries usually grant an exemption 
for certain compensation which is earned 
by residents of one country while tem- 
porarily present in the other country. 
Thus, our tax treaty with Sweden pro- 
vides that a Swedish resident who is in 
this country for less than half the year 
and was employed by a Swedish em- 
ployer is not liable for U. S. tax. The 
same type of provision is present in 
the 
Swedish treaty is different in one par- 


most other tax treaties. However, 


June 1961 


ticular. The exemption is not available 
for compensation paid to entertainers, 
athletes, artists and the like. 
later tax treaties, however, extend the 
exemption to such income. Our treaty 
with Switzerland, for example exempts 
such income. 

Johansson appears to be trying to 
establish: (1) that he was actually a 
Swiss resident at the time of his fights 
here in the United States or that if he 
was a resident of both Switzerland and 
Sweden he may elect between the two 
tax treaties to apply the provisions of 
the Swiss Treaty; and (2) that he was an 
employee of the Swiss corporation which 
he apparently established to handle his 
fight promotions. If he can _ establish 
these 


Various 


premises he would apparently 
come within the literal language of the 
Swiss-U. S. treaty since he 
present in this country for half of the 
year. 


was not 


The Government appears to be argu- 
ing that Johansson’s Swiss corporation 
should be ignored and that he is not a 
Swiss resident. This would that 
only the Swedish treaty would apply, 
and that treaty does not exempt his 
fight income for U. S. tax. Alternatively, 
the Government apparently contends 
that Johansson’s Swiss corporation had 
a “permanent the 
U. S. and that it is therefore subject to 
w.'S: 

It may be that the tax treaties did not 
contemplate the type of person, such as 
a prizefighter, who is able to earn all of 


mean 


establishment” in 


tax. 


his compensation in one or two days 
each year and since Johansson fought 
all three of his championship fights in 
the United States, and these have been 
his only fights for several years, there 
would seem to be some justice in his 
being liable for U. S. 
by establishing residence in Switzerland 


taxes. However, 
and a corporation there, he may have 
very neatly avoided U. S. taxes under 
the treaty. If he had avoided Patterson’s 
left as effectively, he would probably be 
even more secure financially. + 


Service may be less strict 
on double-barreling 


THE pPoLicy commonly known among 
taxpayers’ representatives as “double- 
barreling”’ (assessing a tax on a share- 
holder or corporate officer when a dis- 
allowance of a corporate expense is 
made) may possibly be less strictly en- 
forced by agents in some circumstances. 


For some time now it has appeared 








to be national policy for Revenue 
Agents, whenever a corporate adjust- 
ment to expense is made in a closely 
held corporate situation, to charge the 
amount of the disallowed expense to the 
principal corporate shareholders or offi- 
cers as a dividend distribution. This 
would apply to travel, entertainment, or 
other deductible expenses. It would even 
apply to certain payments allegedly 
made to third persons which are dis- 
allowed because they represent viola- 
tions of public policy. 

The “double-barreling” has been ap- 
plied in the case of travel and enter- 
tainment expenses on the ground that 
if the expenses cannot be substantiated 
or proven to be ordinary and necessary 
business expenses of the corporation, the 
benefit is assumed to have accrued to 
the individual stockholder or officer who 
incurred the expense and he should be 
taxed on this amount as a dividend. 

Items disallowed for violation of pub- 
lic policy, however, are often 
which were paid by the corporation as 


items 


part of its business activity but for which 
the corporation is not entitled to a de- 
Frequently, the corporation 
willingly sacrifices the tax deduction 
rather than identify the persons who re- 
ceived the money. 


duction. 


The policy of the 
Service has been to tax the payment to 
the shareholder or officer who received 
the funds from the corporation unless 
information were furnished as to when, 
to whom, how and how much was paid 
out. This policy has been followed even 
in the case of items where no deduction 
was taken and the corporation showed 
the payment as a Schedule M item. 

As a result of the “double-barreling” 
approach with respect to even these 
latter items, a common practice seems to 
have grown up among various companies 
to have these payments made by an 
employee who is neither an officer nor a 
shareholder and who would be in a 
position to furnish a statement or afh- 
davit to the Revenue Agent that he re- 
ceived the monies but paid them out 
and did not pay them to any share- 
holder or officer. Since it would be mani- 
festly unfair to tax these funds to this 
employee this has apparently been a 
fairly successful way to avoid “double 


barreling” and Agents seem inclined to 
accept this on the ground that there 
is now some evidence to support a find- 
ing that the funds did not accrue to the 
personal benefit or enrichment of a 
corporate officér or shareholder. 


Another approach to solving this 
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pense payments is to have the individual 
shareholder make the payments from 
his own funds. This puts him in a better 
position than if the corporation had 
made the payment and it was “double- 
barreled” against him. For example, if a 
$100 payment was necessary and it was 
made by the corporation, the corpora- 
tion’s net worth would be reduced by 
$100 and he would be out-of-pocket (if 
he was in a 60% bracket) $60 tax on a 
$100 “dividend”. If he were to pay it 
himself, he personally would be out-of- 
pocket the $100, but the corporation 
would be unaffected. w 


Mutual fund for investment 
in municipal bonds is formed 
A NEW TyPE of tax-inspired investment 
is now available to the public. A trust 
fund has been formed that will invest 
exclusively in municipal bonds. Under 
a ruling issued by the Commissioner in 
May 1960, the trust will not be taxed as 
an association. investor will be 
considered an owner of his pro rata por- 
tion of the fund under Section 676(a). 
Thus, the tax-exempt interest received 
by the fund will be considered to have 
been received directly by the owners and 
will remain tax-free. 


Each 


Ownership of the trust fund will be 
represented by certificates. The owner 
may tender certificates to the trustee for 
redemption, but, unlike an open-end 
mutual fund, operating as a regulated 
investment company the trustee is not 
obligated to redeem the shares. 


351 exchange fails: 25% of 
shares promised for services 


CARE MUST BE TAKEN in the organiza- 
tion of a corporation by contribution 
of property if the transaction is to 
qualify as a tax-free exchange under 
Section 351. Shares to be issued for serv- 
ices do not constitute shares issued for 
property and, therefore, do not count 
in determining whether or not the trans- 
ferors have acquired the required 80%, 
control immediately following the ex- 
change. For example, if more than 20% 
of the shares of the newly formed corpo- 
ration were issued for services, the bal- 
ance being issued for property, the prop- 
erty transfers would not qualify as tax- 
free under Section 351. 

This problem is highlighted in a 
rather unusual fashion by the recent 
Tax Court petition filed in the case of 
Kacamarek (Docket No. 88106). There 
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the petitioner owned certain real prop- 
erty to which he had made various im- 
provements. He entered into an agree- 
ment with his attorneys to organize a 
corporation for the purpose of promot- 
ing and developing the property he 
owned. The agreement provided that 
the petitioner would convey his prop- 
erty to the corporation for 75% of the 
stock and the lawyers would render legal 
services, upon completion of which they 
would be entitled to 25% of the stock 
of the corporation. The corporation 
was formed, and various steps were then 
taken to obtain re-zoning of the prop- 
erty in order to develop it. The re-zon- 
ing was granted; the petitioner's prop- 
erty was then conveyed to the corpo- 
ration, and 75% of the authorized stock 
was issued to petitioner. The other 25% 
of the authorized 
issued, apparently because the lawyers 
did not complete their legal services as 
agreed. This meant that petitioner at 
all times was actually the sole share- 
holder of the corporation. 
Qualification of this transaction under 
Section 351 has now been challenged by 
the Commissioner. Presumably, the basis 
of the Commissioner’s challenge is that 
the agreement to issue stock for services 


shares were never 


meant that the transfer of property, if 
the agreement were carried out, would 
not result in ownership of 80% of the 
shares by the transferor of the property, 
since 25%, of the shares would have been 
issued for services. The Commissioner 
apparently considers that, even though 
the transferor in this case actually did 
obtain 100% ownership of the corpora- 
tion immediately after he transferred 
100% 
ownership at all times, there existed a 


the property and retained the 


prior committment in the nature of an 
option to relinquish this control. 
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